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Apart from the effect of the Federal Reserve Act of 1913 on 
our credit system, its relations to our currency system will have 
special interest to the general public, notably to those who have 
been concerned with the struggles over government issues and free 
silver. For a long time this country has been facing a decision 
on the question whether the forms of money (irrespective of the 
standard, be it gold or silver) needed as media of exchange by the 
daily round of business should be issued by the government, after 
the example of the United States notes (i.e., greenbacks), or by the 
banks, after the example of national bank notes.’ In order to 
determine the bearing of the new law on this general question, a 
statement of the provisions regarding note-issues will first be given. 

No change is made in regard to any of the following forms of 
money: gold, gold certificates, silver, silver certificates and United 
States notes. Indeed, all past questions touching the standard 
were definitely settled by a remarkable amendment in the House, 
now embodied in sec. 26 of the new act, which emphasized the 
maintenance of the gold standard: 


Nothing in this Act contained shall be construed to repeal the parity 
provision or provisions contained in an Act approved March fourteenth, nine- 
teen hundred, entitled “An Act to define and fix the standard of value, to 


Cf. the author’s analysis in Latter-Day Problems, in chap. x, “Government vs. 
Bank Issues” (1909) pp. 273-08. 
495 
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maintain the parity of all forms of money issued or coined by the United 
States, to refund the public debt, and for other purposes,” and the Secretary 
of the Treasury may, for the purpose of maintaining such parity and to 
strengthen the gold reserve, borrow gold on the security of United States 
bonds authorized by section two of the Act last referred to or for one-year 
gold notes bearing interest at a rate of not to exceed three per centum per 
annum, or sell the same if necessary to obtain gold. 


Likewise, the only provision affecting the greenbacks is that 
(sec. 7) which devotes the net earnings from Reserve Banks accru- 
ing to the United States “to supplement the gold reserve held 
against outstanding United States notes,” or to reduce the bonded 
indebtedness, at the discretion of the Secretary of the Treasury. 

The direct purpose of the new act is to replace the national 
bank notes, within a period of twenty years or more, by Federal 
Reserve notes. These notes are described as follows (sec. 16): 

Federal reserve notes, to be issued at the discretion of the Federal Reserve 
Board for the purpose of making advances to the Federal reserve banks through 
the Federal reserve agents as hereinafter set forth and for no other purpose, 
are hereby authorized. The said notes shail be obligations of the United States 
and shall be receivable by all national and member banks and Federal reserve 
banks and for all taxes, customs, and other public dues. They shall be redeemed 
in gold'on demand at the Treasury Department of the United States, in the City 
of Washington, District of Columbia, or in gold or lawful money at any Federal 
reserve bank. 


These notes can be obtained only by a Federal Reserve Bank, 
on the deposit of an equal amount of commercial paper as defined 
by sec. 13. Each note issued shall carry on its face the distinctive 
letter and serial number of the Reserve Bank putting it out, thus 
making each Reserve Bank responsible for the redemption of its 
own issues. That is, instead of United States bonds, as in the case 
of national bank notes, the security behind the Federal Reserve 
notes is to be commercial paper; while these notes are also “a first 
and paramount lien on all the assets” of the issuing Reserve Bank. 
The Federal Reserve Board, through its federal reserve agent in 
each Reserve Bank, may charge the latter a rate of interest on these 
notes, at its option; and the Board has the right, if it so chooses, to 
refuse entirely any application for notes. The Comptroller of the 
Currency shall provide the plates and dies, have a supply of notes 
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ready for each bank, and charge all expenses to such banks. There 
is no limit to the total amount of such notes; and there is no tax 
when issues pass beyond a certain sum, except the possible charge 
of a rate of interest, as just mentioned. In effect, the supply of 
these notes is directly related to the supply of rediscounted com- 
mercial paper, although the whole of any rediscount is not, by 
any means, likely to be paid out in notes. So much for the methods 
of issuing these notes. 

As regards the contraction of the notes when not needed, 
redemption is provided for by gold reserves of 40 per cent against 
notes outstanding. No Reserve Bank shall pay out the notes of 
any other Reserve Bank under a penalty of 10 per cent; but it is 
obliged to present such notes for credit or redemption to the 
bank that issued them. Likewise, Federal Reserve notes presented 
at the Treasury are redeemed out of a gold fund left with the 
Treasury by the Reserve Banks which shall not be less than 5 per 
cent (but counting as part of the 40 per cent reserve); and the 
Treasury will remit any notes thus redeemed to the respective 
Reserve Bank for reimbursement. A Reserve Bank, although 
_ required to hold reserves of 40 per cent in gold against its out- 
standing notes, may redeem them either in gold or lawful money. 
When a Reserve Bank wishes to reduce its liability for Federal 
Reserve notes, even if its own notes are not obtainable, it may 
deposit with the Federal Reserve Agent any Federal Reserve notes, 
gold, gold certificates, or lawful money. By these provisions, it is 
obvious that contraction of notes, not needed by the public, is fully 
provided for. In short, elasticity of note-issues—expansion in 
time of need and contraction when the need has passed—is fully 
provided. Furthermore, there can be no possible question as to 
their safety, secured as they are, first, by a gold reserve of 40 per 
cent; second, by the pledge of picked commercial paper to the 
par value of the notes; third, by a first lien on all the assets of the 
Reserve Bank; and, finally, by the guaranty of the United States 
—an obligation not likely ever to be called upon, in view of the 
prior protection. 

The language of the act (in sec. 16) relating to Federal Reserve 
notes is equivocal. It is an obvious attempt to satisfy those who 
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believe in government issues of paper money; while at the same 
time it is not the purpose seriously to impair the real functions of 
the issues as bank notes. Thus the final outcome of the time- 
honored dispute, so far as reached by this act, seems to be in 
essence and in practical operation a settlement in favor of bank 
notes; for the Federal Reserve notes are in no real sense goy- 
ernment issues. The Treasury has no power to issue them in 
payment of governmental expenses; since the initiative must come 
from the Reserve Banks, and only on the offer of commercial paper 
originating in a private business transaction. Although not so 
stated literally, the notes are liabilities of the Reserve Banks, since 
they must redeem them, and since the notes are a first lien on all 
the assets of such banks. To state that the notes are the obli- 
gations of the United States and may be redeemed at the Treasury 
is only “‘a frill,” of no practical import; since it is inconceivable 
that the government should ever be called upon to meet this obli- 
gation. To say that, in issuing the notes, the Treasury is “making 
advances”’ to the Federal Reserve Banks is meaningless (and, if 
it serves a political purpose, no harm is done); since the action of 
the Board in passing out notes in return for a pledge of commercial 
paper is as purely administrative as the present action of the Comp- 
troller in handing over printed national bank notes in return for 
a pledge of United States bonds. Nothing in the words of the act 
can be construed as making these notes government issues, any 
more than national bank notes are government issues.’ On this 
outcome, and on the escape from serious monetary error, the 
country is to be congratulated. 

The new law looks forward to a new basis for the bank-note 
circulation which has been based on United States bonds. These 
notes are eventually to be displaced with Federal Reserve notes 
based on commercial paper. This displacement, involving the 
disposal of $740,000,000 of United States bonds now used to secure 
circulation, will be treated later. 

A national bank entering the new system is not, however, 

It is not worth while to give attention to the claim that Federal Reserve notes 


are “fiat money,” because, being government obligations, the government makes no 
provision for their redemption. Other provisions remove them from this imputation. 
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obliged to give up its present circulation; and the withdrawal of 
national bank notes by existing national banks is tied up with the 
disposal of the bonds to which the circulation privilege is already 
attached. Nor are national banks obliged to present their bonds 
for exchange into others having no circulation privilege under 
sec. 18, unless they choose. Consequently, the displacement of 
existing national bank notes by Federal Reserve notes will be long 
deferred. If it had been possible to dispose of the bonds amount- 
ing to $740,000,000 to the full satisfaction of the banks, how 
could an equal amount of Federal Reserve notes be issued to take 
their place? Since the latter were to be secured only by commer- 
cial paper, instead of bonds, it follows that there would have been 
a considerable contraction of bank notes, unless the Reserve Banks 
had discounted paper on hand to at least $740,000,000. Obviously, 
this sum could not be counted on; and a contraction of the cur- 
rency would not have been politically wise. Hence the provisions 
of the House bill, allowing a more or less rapid substitution of 
reserve notes for national bank notes, were dropped by the Senate. 
Of course, under the new act, quite independently of the national 
bank circulation, Federal Reserve notes may be issued at any time 
to any amount according to the provisions of sec. 16. If issued | 
they would be an addition to the existing national bank circulation; 
and the security behind them would be commercial paper, not 
bonds. 

If, however, national banks prefer to sell their bonds they may 
do so, after December 23, 1915, and within a period of twenty years 
thereafter, in limited amounts each year (sec. 18). The bonds thus 
disposed of by the banks are to be taken over by the Federal 
Reserve Banks; and the latter are then to be allowed to take out 
national bank notes on depositing these bonds with the Comptroller, 
in the same way as national banks do now; although they are not 
obliged to do so. To the extent that Federal Reserve Banks 
should not take out notes on the bonds they have acquired there 

* If these notes are issued to Federal Reserve Banks under the same conditions 
as to national banks, the former must pay the tax of one-fourth of 1 per cent, if the 


bonds pay only 2 per cent; but in sec. 7 the former are free from federal taxation. 
Cf. Conway and Patterson, The Operation of the New Bank Act, pp. 138-39. 
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would be a contraction of the national bank circulation. But it 
is planned to prevent any considerable contraction of the national 
bank circulation, even if the national banks dispose of their bonds 
(cf. sec. 4, Eighth). The final disposal of these bonds by the 
Federal Reserve Banks will be discussed later. 

Understanding that the national bank circulation is not likely 
to be reduced for the present, while the Reserve Banks may at any 
time add to the existing monetary supply, are we to expect, so far 
as notes are concerned, an undesirable expansion? By expansion 
must be meant the tendency to grant loans, through the too great 
ease of issuing notes or granting credits, without due regard to the 
soundness of the transaction. So long as loans are carefully restricted 
to safe loans based on an actual exchange of goods no swelling of 
liabilities occurs which must be finally reduced by forced liquida- 
tion. That is, undue expansion has its origin in excessive, or 
unsound, loans. An extension of bank notes, then, can cause 
expansion only so far as it aids in an expansion of loans. If so, 
how will the note-issues under the new act work ? 

An increase in bank notes can be used for two general purposes: 
(1) to satisfy the need of a medium of exchange in the hands of the 
public; or, (2) to supply bank reserves. In the former case, if 
pocket money and till money is already sufficiently supplied, then, 
unless the monetary customs of the people have changed, no more 
bank notes will remain in circulation, provided they are redeemable 
in gold or lawful money. In the latter case, the Federal Reserve 
notes cannot be kept as reserves by member banks. But, it is said, 
they may be presented, the same day they are obtained on a loan, 
for gold and lawful money by which reserves could be enlarged. 
On the contrary, if a member bank wished to increase its reserves 
by a rediscount, it would not need to draw notes at all, but would 
leave the proceeds of the loan to its credit at the Reserve Bank, in 
which form it is ipso facto added to its reserve account. There 
still remains, however, the possibility of getting Federal Reserve 
notes and exchanging them for lawful money at a non-member 
bank which can use Federal reserve notes as reserves.’ There 
would, however, be no more reason for this action than for the one 


* Cf. Conway and Patterson, op. cit., p. 152. 
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just mentioned, since it would be less trouble to leave the proceeds 
of a loan at a Federal Reserve Bank on deposit where it would 
count as reserve. For these general reasons, then, there does not 
seem to be any ground for apprehension that the Federal Reserve 
notes will, per se, be so put into circulation as to cause expansion. 
If any such expansion is intended, it can be more easily accom- 
plished, without the use of the notes, through loans, deposit 
accounts, and checks. 

There are those, however, who measure expansion by the 
increase of prices. They probably hold that an addition to the 
circulation, according to the quantity-theory of prices, would raise 
prices; also, that an extension of loans, without the use of bank 
notes, would stimulate credit and raise prices.. Redemption, on 
the other hand, would always force a test of the solvency of the 
transaction on which the credit is based; thus credit is kept whole- 
some and normal, so long as unsound loans are prevented? A 
possibility of undue inflation is suggested, it may be mentioned, by 
such a reduction of reserve requirements as would weaken the 
certainty of redemption; but this consideration could not apply 
to the Federal Reserve notes, under this act. 


Vill 


The removal of a bank circulation secured by United States 
bonds having been determined upon by general consent, a practi- 
cable and just disposal of the $740,000,000 bonds has not been 
easily found. The largest part of these bonds yield only 2 per 
cent; solely as an investment they would sell below 70; but, 
since they have the “circulation privilege” (or right to serve as 
security for national bank notes) the demand for them by national 
banks in the past has kept them above par, some having sold even 
as high as 110. When the new bill appeared, the national banks 
were directly concerned with the possibility of losses on their bonds, 

* Cf. O. M. W. Sprague, “The Federal Reserve Act of 1913,”’ Quarterly Journal 
of Economics, February, 1914, Pp. 240. 

2“The security against the consequences of inflation is not to be found in the 
limitation or extinction of notes, but in specie redemption for all liabilities, and in 


the encouragement given sound banking by steady oversight and publicity.’ 
C. F. Dunbar, Economic Essays, p. 185. 
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if the circulation privilege were withdrawn from them. In the pro- 
posed law the treatment of these bonds was the problem least well 
thought out. 

When the Glass bill became known, June 18, 1913, it contained 
sections then numbered 18, 19, and 20. Sec. 18 provided that no 
national bank should issue notes in excess of the amount outstand- 
ing at the passage of the act; sec. 19 repealed the former acts 
requiring banks to hold bonds to the amount of one-fourth of their 
capital (if less than $150,000); and sec. 20 required the Secretary 
on application to exchange the 2 per cent bonds having the cir- 
culation privilege for 3 per cents not having this privilege (but pay- 
able 20 years from date and exempt from all taxation) to an amount 
each year not exceeding 5 per cent of the total quantity of bonds 
held by the Treasury, while, as fast as the 2’s were refunded, “the 
power of national banks to issue circulating notes secured by United 
States bonds shall cease and terminate’’; and at the end of 20 
years all the 2’s should be exchanged for 3’s, and all national bank 
notes be recalled and redeemed. 

To most politicians the note question is of primary importance; 
indeed, to allow banks under any circumstances to issue notes is 
to grant the “money power” a privilege. Conferences of leaders 
were held. Senator Owen, chairman of the Senate committee, 
demanded the omission of secs. 18, 19, and 20 in order that the 
question might be left to future legislation; and he gained his 
point. Then, on the representation of a committee of the American 
Bankers Association, these sections of the bill were reinserted; 
and on June 26, 1913, the bill including them was introduced into 
the House and Senate. 

As these sections stood, the 2’s could not be sold in the future 
to secure circulation, since no more national bank notes could be 
issued than were outstanding at the passage of the act; and the 
only outlet would be their exchange for 3’s. On June 28 the finan- 
cial columns of the press noted a decline in the price of the 2’s to 
par. At the best they could not sell higher than the 3’s into which 
they were to be exchanged; and European states were not able to 
borrow at par at 3 percent. Just at that time a tendency of the 
interest rate on permanent investments toward a higher level showed 
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itself. It might be that within the term of 20 years the 3’s 
might not be worth par, it was said; thus, somehow, the belief 
spread that on the passage of the act the circulation privilege would 
be practically taken away. But, whatever the reason, timid hold- 
ers of the 2’s began to throw them on the market; hence, as the 
demand was small, a very few offers were sufficient to send down 
the price, and during July they were quoted at 95. 

United States bonds (including 2’s) had also been used to 
secure government deposits with the banks (some $50,000,000). 
If by the new act government deposits were to be transferred to the 
Federal Reserve Banks, then the demand for 2’s (or any other 
United States bonds) would to that extent be diminished. 

This embarrassing situation’ brought out a statement from 
Washington about the middle of July that sec. 20 would be so 
modified as to allow all banks to take out circulation on the 2’s as 
long as they were not exchanged for 3’s; that the exchange of 2’s 
into 3’s would be permissive; and that at the end of 20 years the 
holder of 2’s would receive par and accrued interest in cash. In 
effect, the circulation privilege was to be restored. It was also 
stated that sec. 18 had been left in the bill by error; and when the 
bill was presented to the House caucus August 15, sec. 18 had been 
omitted. Moreover, at this time (July 31) Secretary McAdoo 
announced he would deposit $25,000,000 to $50,000,000 of govern- 
ment funds with the banks of the South and West to relieve any 
autumnal stringency. To get these deposits banks must have out- 
standing at least 40 per cent of their authorized circulation, and if 
they pledged government bonds these would count as par against 

* As a consequence of the fall in the prices of the 2’s, Secretary McAdoo on July 
28, 1913, made the following statement to the public: 

“The 2 per cent bonds are worth par, notwithstanding their decline in the New 
York market, a decline due not to any impairment of their intrinsic value, but almost 
wholly to what appears to be a campaign waged with every indication of concerted 
action on the part of a number of influential New York city banks to cause appre- 
hension and uneasiness about these bonds, in order to help them in their efforts to 
defeat the currency bill.” 

The banks retorted that it was unlikely they would try to impair the value of 
their own assets amounting to $740,000,000. On the other hand, the statement 
might have retained radical support in Congress for a bill supposed to be antagonized 
by the large banks. 
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deposits. To that extent the demand for United States bonds 
would be increased and their price be raised.’ 

Finally, in the later stages of this legislation, the present pro- 
visions regarding bonds were inserted in sec. 18 of the new act. 
After December 23, 1915, and for 20 years thereafter, any member 
bank wishing to retire its circulation may offer its bonds at par to 
the Treasury of the United States; at the end of each quarter, the 
Federal Reserve Board may require each Federal Reserve Bank to 
purchase a certain proportion of the bonds offered. The Reserve 
Banks may then take out notes, under the same conditions as 
national bank notes, equal in amount to the bonds they have pur- 
chased. If they do this, there will be no contraction of notes 
secured by bonds. 

It is expected, however, that Federal Reserve Banks will not 
present to the Comptroller all their bonds as security for notes; 
since any Reserve Bank may have its 2 per cent bonds against 
which no circulation is outstanding refunded, one-half into 30- 
year 3 per cent gold bonds without the circulation privilege, and 
one-half into one-year gold notes of the United States bearing 3 per 
cent interest, without the circulation privilege. Thus, instead of the 
2’s, it may have long-term 3 per cent bonds which it can sell in the 
open market, and one-year notes which will be highly useful in bor- 
rowing gold in any foreign market. To the extent that Federal 
Reserve Banks refund their bonds the national bank circulation 
will be reduced; but at no time will the bonds held by member 
banks lose their circulation privilege, and after two years they can 
be sold at par in amounts of not more than $25,000,000 in any 
one year. It follows, therefore, that not all the bonds can be dis- 


posed of in 20 years. 
IX 


The lending power of a bank, whether the loan is carried 
through by notes or by a deposit-account given to the borrower, is 
influenced by the regulations affecting reserves, which are the cash 


* Furthermore, state and municipal bonds, etc., other than bonds of the United 
States would be accepted at a valuation of 75 per cent, and prime commercial paper 
at 65 percent. This was the first time commercial assets were ever permitted under 
the act of March 4, 1907 (sec. 3) to be used as security for government deposits. Since 
the passage of the present act, it has no further importance, except that it went far 
beyond the action of Secretary Shaw, so much criticized at the time. 
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means for meeting demand liabilities. On this important feature, 
it should be noted that the plan of the National Monetary Com- 
mission made no changes in the old system of reserves. Under the 
national banking system, country banks were obliged to hold 15 
per cent reserves in lawful money against deposits, of which 9 per 
cent could be kept with banks in reserve or central reserve cities; 
the banks in the forty-seven reserve cities were obliged to hold 
reserves of 25 per cent, of which 12} per cent could be kept with 
banks in central reserve cities; while banks in the three central 
reserve cities had to maintain reserves of 25 per cent. Moreover, 
the required redemption fund of 5 per cent of outstanding circula- 
tion could be counted toward reserves for deposits. This rede- 
positing of reserves in trade centers arose for business reasons: 
customers of local banks needed drafts, or exchange, on cities where 
they purchased goods; and such banks had to keep funds there on 
which to draw. That is, redepositing of reserves was due to the 
need of exchange. Whether there were reserve laws or not, funds 
would have to center where the most goods were bought and 
sold. Some centralization of reserves in this way was normal and 
inevitable. 

By selling exchange on large city banks a local bank creates 
demand liabilities at a distance; yet it has demand liabilities 
in its deposit accounts at home. The two things are different and 
lead to much confusion of mind. The sum kept with a city corre- 
spondent to cover exchange is really only a checking account, and 
in no sense a real reserve in cash that can be called for on demand; 
it is constantly being wiped out and replenished by miscellaneous 
items. But under the delusion that these funds are reserves 
(strengthened by the fact that the law permits them to be called 
legal reserves), local banks seem to think they can call on them in 
time of stress; then, of course, they cannot get the cash, and are 
highly indignant. In truth, checking accounts to cover exchange 
are not real reserves. This consideration should be kept in mind 
in studying the effect of the reduction of the percentages for reserves 
in the new act. 

For demand deposits, in the new law, a country bank is required 
to maintain reserves of 12 per cent; three years after the establish- 
ment of the Federal Reserve Banks, 4 per cent must be kept at 
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home, 5 per cent in the Federal Reserve Bank, and the remaining 
3 per cent, either at home or with the reserve bank at the option 
of the country bank.’ That is, after three years, no funds left with 
city correspondents can be counted as legal reserves. In short, 
funds to cover exchange, so long as it is drawn on city correspond- 
ents, must be carried independently of legal reserves. On the 
other hand, if exchange is drawn in the future on the Federal 
Reserve Banks, or branches (instead of on other banks, as now), 
funds counted as reserves will still be used to cover exchange. 
Therefore, the reduction in the minimum requirement from 15 to 
12 per cent reserve is more nominal than real. 

A reserve city bank, in the new act, is required to maintain 
reserves of 15 per cent of its demand deposits; after three years, 
5 per cent shall be kept at home, 6 per cent in its Federal Reserve 
Bank, and the remaining 4 per cent either at home or with the 
Reserve Bank at option.2, As with country banks, no deposits 
in other banks will then count as legal reserves. 

A central reserve city bank is required to hold reserves of 18 
per cent against its demand deposits, of which, from the beginning, 
6 per cent must be kept in its own vaults, 7 per cent in its Federal 
Reserve Bank, and the remaining 5 per cent either at home or with 
its reserve bank at its option. 

Inasmuch as items passing from a depositing bank to its reserve 
agent should not be counted as reserves until collected, they should 
not be included by the reserve agent as deposits on which reserves 
are to be computed. The new act, therefore, enacted (sec. 20) 
that “in estimating the reserves required by this Act, the net 
balance of amounts due to and from other banks shall be taken as 
the basis for ascertaining the deposits against which reserves shall 
be determined. Balances in reserve banks due to member banks 
shall, to the extent herein provided, be counted as reserves.” 

For all these classes of banks a new distinction is introduced 
between demand and time deposits: demand deposits comprise 

t In the transition period of three years the bank must keep 5 per cent at home; 
in the Federal Reserve Bank for the first twelve months 2 per cent; and for each 
succeeding six months an additional 1 per cent, until 5 per cent is reached. 

2 In the transition period of three years the bank must keep 6 per cent at home; 


in the Federal Reserve Bank for the first twelve months 3 per cent; and for each suc- 
ceeding six months an additional 1 per cent, until 6 per cent is reached. 
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all those payable within thirty days, and time deposits all those pay- 
able after thirty days, including savings accounts, etc., subject to 
thirty days’ notice. Any bank is required, in addition to the above 
requirements for demand deposits, to hold only 5 per cent reserves 
against time deposits. As nearly as can be estimated, about one- 
third of the deposits of country banks are time deposits; of reserve 
city banks, about 8 per cent; of central reserve city banks, about 
1 per cent. Taking into account both the reduction of reserves 
against demand deposits, and that due to the low rate on time 
deposits, the nominal reserves (irrespective of redepositing) have 
been lowered by more than one-third, as may be seen from Table I, 
based on the last reports of the conditions of national banks: 


TABLE I 
[000,000 omitted] 








Total 
: . Total Total 
Net Time : : 
March 4, 1914 Deposi ; Savings Time 
posits | Certifi- : 
cates Deposits | Deposits 





Country Banks. .| $3,761 | $485 $777 | $1,262 
Reserve City 
Banks . 1,970 59 93 152 492 280 
Central Reserve 
City Banks. . 1,773 15 I 16 443 317 


Totals......| $7,504 | $559 | $871 | $1,430 | $1,499 | $060 | $539 





























Although the nominal reserves, especially of country banks, 
have thus been lowered, there remains the problem of the effect 
on the banks and on business of the transfer of reserves, if any, from 
the present reserve city banks to the Federal Reserve Banks. As 
to the sums which must be at once moved to comply with the law, 
the computations' which have been made show clearly that the 


*Cf. W. A. Scott, “Banking Reserves under the Federal Reserve Act,” Journal 
of Political Economy, April, 1914. 


[000,000 omitted] 








January 13, 1914 Country Banks 


Reserve City (Central Reserve City 
Banks Banks 





f Non cash holdings $284.0 $286.6 | $429.2 

One-half 37-4 28.6 | +H 3 

per cent subscription to capital 29.8 13.4 
Reserves pou of este 186.9 114.4 

a | 


29.7 112.2 2 











See also the figures of Conway and Patterson, op. cit., pp. 251-52, 259, 267-69, 
272, 275-76, 299, 301, 306. 
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cash holdings of the various classes of banks are more than sufficient 
to cover the transfers of the reserves, the payment of the required 
3 per cent on the capital subscription of 6 per cent upon capital 
and surplus, and to retain enough reserves in their own vaults to 
meet the requirements of the act. That is, it would not be neces- 
sary for banks to call upon their present reserve agents to cover the 
initial payments to the Federal Reserve Banks; but it is assumed 
that one-half of the reserves to be first paid into the Federal 
Reserve Banks would be obtained (as permitted in sec. 20) by 
deposit of eligible commercial paper (as described in sec. 13). In 
short, these figures present the minimum transfers in initiating 
the new system. Additional payments will go on during the first 
three years. 

In viewing the effect of the transfer of funds on business loans, 
it is to be noted that, of course, the whole of the amount deposited 
by local banks in reserve city banks is not needed merely to cover 
exchange. As is well known, the payment of 2 per cent interest on 
deposits by reserve agents attracts funds when idle at home; and 
a large deposit account with its city correspondent gives the local 


bank corresponding advantages of treatment. In the last report 
the figures were as given in Table II. 


TABLE II 
[000,000 omitted] 








March 4, ror astamcr 





$291 
Reserve City Banks 261 
Central Reserve City Banks 449 





$1,001 











The total net deposits of national banks subject to reserve 
requirements at that date were $7,504,000,000. Thus the actual 
cash of $1,001,000,000 was only 13.3 per cent of deposits; since 
the $837,000,000 of deposits with reserve agents was not cash. 
Hence the demand of member banks upon their reserves in the 
reserve cities, if made,,for transference to Federal Reserve Banks 
would really fall upon the $1,001,000,000 of cash actually held in 
the present system. 
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The important consideration, however, lies in the lending power 
of the banks after and because of these transfers. With the 
balances left over in their reserves, can they still care for their cus- 
tomers? That question is obviously the one which is forcing the 
banks to be cautious with loans until the adjustment is finally 
completed. There are, however, two matters which may relieve 
any possible tension. In the first place, the above computation 
has not called for withdrawals from reserve agents. It is well to be 
on the safe side in assuming this; for the present reserves with 
reserve agents could not be called upon to any extent in cash, since 
they are themselves the basis of loans made by the reserve agents. 
But, in the second place, the most important and effective method 
of taking care of the needs of customers in the transition period, 
and the one which would keep credits flexible, would be the redis- 
counting of short-time paper by member banks at the Federal 
Reserve Banks. The immediate effect of such a rediscount would 
be an increase of the reserves of the member bank, so long as the 
proceeds of the rediscount were left with the Federal Reserve Bank. 

In addition, the use of government deposits in this transitional 
period would be a very important element. The deposits of the 
United States held by national banks is about $58,000,000; while 
the other funds of the Treasury would allow the deposit of a much 
larger sum with the banks. Instead of placing large amounts with 
Federal Reserve Banks at the outset, it may be wise to aid the 
member banks by additional deposits. 

As a counter-weight to this possible restriction on loans, it 
should be kept in mind that the deposits of funds with city corre- 
spondents to cover exchange would no longer be so necessary, if 
instead exchange is drawn on the Federal Reserve Bank where 
funds exist to cover such drafts. To be sure, the payment of 2 
per cent interest on deposits with the present reserve agents, and 
the tendency to continue long-established relations with these 
agents, will work to retain the present exchange methods and to 
keep funds with present city correspondents. 

The general effect of the changes in the reserve system seem, on 
their face, to make easier an expansion of credit. That is, less cash 
reserves need to be carried; and member banks would have no 
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reason for carrying as high reserves as in the past, if they hold 
short-time paper such as they can use in getting notes from the 
Federal Reserve Bank. And yet, in the transitional period, we 
are likely to see more or less caution and restriction of credit. 
That is, at the start, the tendencies toward expansion and restric- 
tion very nearly balance each other. 


As concerns the reserves of the Federal Reserve Banks, as dis- 
tinct from member banks, there is a requirement of a 35 per cent 
reserve against deposits to be kept in gold or lawful money; and 
against outstanding Federal Reserve notes a reserve of 40 per cent 
in gold. Any reserve requirements specified in this act, however, 
may be suspended for thirty days (and later for fifteen days at a 
time) provided a graduated tax is imposed on the deficiencies. 
Further it is enacted (sec. 10): 


That when the gold reserve held against Federal reserve notes falls below 
forty per centum, the Federal Reserve Board shall establish a graduated tax 
of not more than one per centum per annum upon such deficiency until the 
reserve falls to thirty-two and one-half per centum, and when said reserve 
falls below thirty-two and one-half per centum, a tax at the rate increas- 
ingly of not less than one and one-half per centum per annum upon each 
two and one-half per centum or fraction thereof thai such reserve falls 
below thirty-two and one-half per centum. The tax shall be paid by the 
reserve bank, but the reserve bank shall add an amount equal to said tax to 
the rates of interest and discount fixed by the Federal Reserve Board. 


Under the provisions of the act, a Federal Reserve Bank might 
carry no gold at all behind its deposits, and only the 4o per cent 
of gold behind its notes; and even then it could redeem its notes 
in lawful money. 

x 

The Federal Reserve Act of 1913 undoubtedly opens an entirely 
new epoch in the operations of credit and currency. Possibly 
because the developments in credit and in the mechanism of 
exchange have produced momentous changes in the last fifty or 
seventy-five years, it is safe to say that an act which should fully 
meet the conditions of today must be more important than any 
previous federal statute, not even excepting the National Banking 
Act of 1864, or the Act of 1791 establishing the first United States 
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Bank. Certainly no previous measure has attempted to strike 
directly at the long-recognized rigidity of our credit system, which 
has itself led to unnecessary paroxysms of trade in the past, and 
which has also brought to light the underlying weaknesses of our 
currency system. For, wider and deeper than the inelasticity of 
our circulation has been the inelasticity of our credit system. And 
yet, until this act, practically the whole attention of reformers has 
been directed to creating an elastic note system. In the work of 
the Indianapolis Monetary Commission of 1898 this was eminently 
true. 

So far-reaching a measure as this demands comparison with the 
great enactments of other countries, especially with the English 
Bank Act of 1844. That law was passed to meet a situation not 
unlike our own: gold redemption had been secured since 1821; 
crises had been disagreeably destructive; it was desired to have 
a note-circulation which would act like gold; as with us now, the 
use of checks drawn upon deposit-accounts had been growing; and 
it was generally believed that all difficulties were traceable to the 
note-issues. Then came the act of 1844, which set the notes off 
by themselves in the Issue Department; while the deposit and dis- 
count functions were relegated solely to the Banking Department. 
With what result? That the operations of credit, independent 
of the note-issues, could, through the Banking Department, pro- 
vide the most effective of all media of exchange (the deposit- 
currency); they could expand with trade; they could develop 
overtrading and crises; they could produce all the results formerly 
charged solely to note-issues. The unintended lessons of the 
Bank Act of 1844 are the most important in our monetary litera- 
ture. Although the act represented the doctrines of the Currency 
School, its actual operations were the triumph of the Banking Prin- 
ciple. So with our act of 1913: while to many the matter of chief 
importance has seemed to be the note-issues, the real heart of the 
measure is to be found in the purely banking functions of discount 
and deposit. Not only are these pivotal, but they dominate the 
whole question of the note-issues. 

In our own country the struggles associated with the greenbacks 
and silver have centered attention on the circulation and the quan- 
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tity of it in use. They have influenced the attitude toward bank 
notes by leading some politicians to think that the issue of notes 
by banks would enable these banks to control the “ money-market” 
and the credit operations of the country. Moreover, the last pre- 
vious act (the so-called Aldrich-Vreeland Act of 1908), intended to 
protect the country against possible panics, was based throughout 
on the assumption that credit emergencies could be met by an issue 
of national bank notes through currency associations. Perhaps 
no other statement than that would be needed to explain why, in 
the serious emergencies in the autumns of 1912 and 1913, no resort 
was made to the act of 1908. So firmly intrenched is this idea in 
the minds of our public men that in the new law of 1913 the act of 
1908 was extended for another year; and the present Secretary of 
the Treasury has assured the country that the act would be resorted 
to if necessary. 


When a loan is made by a bank it creates a demand liability in 
favor of the borrower that can be met either by its own notes (or 
cash from its reserves) or by a deposit-account. Whether notes, 


or checks drawn on deposit-accounts, are used by the borrower 
depends on the kind of transaction, or on the business habits of 
the community where he wishes to make a payment. The elas- 
ticity so much extolled may be demanded in two different condi- 
tions. In the first place, the seasonal demand for currency in the 
autumn has exposed the inelasticity of both our note and credit 
systems. It has given strong support to those who think our 
troubles center in the currency. Why? Because in the past 
the demand both for strengthening reserves and for paying cus- 
tomers has been a demand for some form of money. Hence the 
emphasis on the need of an elastic currency; and so far as this need 
of actual currency exists, it is imperative. But this is only a part 
of the truth, and not the most important part of it. 

In the second place, the demand which comes in time of a panic 
brings us to the very core of the matter. Here the real need is for 
elasticity of credit; although to many minds even panic conditions 
are supposed to demand treatment in the form of additional issues 
of notes. Where we have the deposit-currency well developed (as 
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in the United States and Great Britain), there is no lack of a medium 
of exchange. Even in the worst of the crisis, if a borrower can 
obtain a loan, he has no difficulty in getting a medium of exchange. 
Consequently, the need of forms of money is then of importance 
primarily as it affects the reserves of banks and their lending power. 
Of course, a bank’s own notes cannot be used in its reserves. Hence 
the real need is to stop the drain on cash reserves, or to obtain that 
by which reserves can be replenished. How can this be done? 
And how does the new act afford help at this point ? 

In the past, the National Banking Act caused rigidity of credit 
through its regulations touching not only its note-circulation, but 
also its reserves; and most of all by the absence of all provisions 
for converting good commercial paper into a means of payment— 
whether the borrower calls for notes, or uses a deposit-account. 
That is, the system was so constructed that when customers 
were in the most trouble and most needed help—when bank 
reserves were being drawn down—the bank was obliged to refuse 
loans, to contract existing loans, to sell any available assets it had 
for cash, and to try to increase the ratio of its reserves to its de- 
mand liabilities. Under the new act, just the reverse will be true. 
In times of distress there will be no need of contracting credit; 
in fact, the only time when it may be necessary to contract credit 
will be to check possible expansion during a tendency to over-trade 
(which will be discussed later). So far as borrowers, or the public, 
need forms of money in exchanging goods, or for various other needs, 
Federal Reserve notes can be obtained so long as holders of good 
commercial paper demand such money. Therefore, irrespective 
of the elastic deposit-currency, there will be no inelasticity of a 
medium of exchange for the public; it can be had as needed, at 
any time. 

But how does the act touch the reserves and the rediscounts so 
that it may bring about the much-desired elasticity of credit? This 
is the nerve center of the whole act. The pivotal provisions are 
those which allow any member bank to have certain kinds of short- 
time paper rediscounted at its Federal Reserve Bank. At this 
institution the loan creates in favor of the borrowing bank a deposit- 
account. Then the pith of the operation resides in the fact that all 
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sums kept on deposit at a Reserve Bank count as legal reserves for 
the given member bank. That is, the rigidity of credit-banking 
in the past, the destructive snatching for reserves, are displaced 
by a system which allows good commercial paper—under certain 
limitations—to be converted into lawful reserves. This is the pro- 
cess which directly touches the lending power of a member bank to 
its customers. Therefore, in a time of panic—if any such arrives— 
there will be no reason for a run on cash reserves, or, if there is a 
semblance of it, there will be a quick and ready way by which the 
reserves can be replenished. There can be no serious run on the 
cash by the public, because the member bank can furnish at will 
reserve notes, by making request for them at the Reserve Bank and 
having them charged against its deposit-account there. But it 
must still be kept in mind that banks deal primarily in credit, and 
only incidentally in money. A sale of goods, which forms the basis 
of commercial paper, is thereby coined into a means of payment, 
and gives rise to its own medium of exchange without necessarily 
calling on any forms of money. And yet the elasticity of the notes 
and of credit are, as they should be, linked together. In short, 
both notes and deposits (on which checks can be drawn) respond 
directly to the volume of commercial loans; and these loans are 
directly related to the general volume of goods bought and sold. 
Thus, automatically the amount of notes and the deposits adjust 
themselves to the needs of trade. This outcome is one which no 
system of notes directly issued by a government could possibly 
bring about. 

The kind of paper made acceptable for rediscount under the 
decree of the Federal Reserve Board is all-important (sec. 13). The 
essential point in the new law is the distinction between mercantile 
and investment paper. It was not intended that the paper pre- 
sented for rediscount should have been drawn to carry stocks, bonds, 
etc., or goods in warehouse held for higher prices; nor to aid in 
securing capital for fixed investment in irrigation, water-power, 
street-railway, manufacturing plant, or similar purposes. On 
the other hand, it was intended to encourage loans based on 
the movement of goods from the producer to the consumer. 
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Granting this general distinction, there remains the task of 
stating just what kind of paper in common use conforms to the 
spirit of the act. 

About thirty years ago a change took place in our forms of 
paper. Previously, buyers of goods gave the sellers their notes for 
the allowed term of credit in payment for the goods, and these notes, 
usually indorsed by the seller, were discounted at the banks. This 
was, strictly speaking, “two-name commercial paper.”’ Under this 
practice, in case of goods subsidiary to further manufacturing pro- 
cesses (like ore, pig iron, steel, and rails) there might be several 
notes in the hands of the banks covering substantially the same 
goods at different stages of manufacture. This practice has today 
practically disappeared. 

The introduction of trade discounts' made it more profitable 
for the buyer to borrow at his bank and pay cash for his goods. 
Borrowers in good standing could thus pay cash; while those of 
poor credit created ‘“‘commercial paper.” That is, the one-name 
promissory notes of borrowers in good standing at the banks were 
the best paper offered; yet it was not directly based on the sale of 
goods. The advantage of this method was that it practically put 
trade on a cash basis. This development, moreover, seems to be 
peculiar to this country. 

On the other hand, the modern practice has the disadvantage 
that it is not easy to know whether the borrower uses the proceeds 
of his loan to pay for goods, or whether he may use it for invest- 
ment purposes; or in some fixed form that is not liquid. Moreover, 
the acceptable borrower, once given a certain line of credit, usually 
keeps up to his limit by renewals, or continuous loans, without 
clearing up his account by paying off his loans. 

In addition it should be made clear that, besides the notes thus 
described, a concern may obtain large loans through the agency of 
note-brokers, who sell them to banks. These are the direct, 
unsecured obligations of the borrowers. The business of the note- 
broker has increased phenomenally with the growth of the trade 


* This influence has been fully described in an article by the writer on “The 
Aldrich-Vreeland Act” in the Journal of Political Economy, October, 1908, pp. 509-12. 
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discount. If a borrower cannot obtain cash to take advantage of 
the trade discounts, with the aid of the note-brokers, his standing 
is obviously low. 

The Federal Reserve Board, therefore, not being able to alter 
business habits at once, must try to establish rules which would 
admit the highest grade one-name promissory notes, but would 
demand evidence that the loan was not used for investment, but 
for strictly mercantile purposes. The discounting bank must be 
held responsible for such evidence. In this way, the spirit of the 
act will be recognized, although the paper is not “strictly commer- 
cial.” Yet there will certainly arise a tendency to devise forms of 
paper, which, while consistent with the existence of trade dis- 
counts, will disclose more distinctly than the present promissory 
note the purpose of the borrower to use the loan for mercantile, 
and no other, purpose. 


Such being the provisions of the new act regarding elasticity 
of credit, are there any dangers of expansion? Fortunately the 
essential functions of discount are not hemmed in by detailed legis- 
lative prohibitions; fortunately, one must say, because discounting 


must always remain a matter of judgment, and much must be left 
to the management. Yet, on the other hand, this very freedom 
from restraint might result, under unwise management, in inflation 
and danger. This is inherent in the very nature of banking; since 
under any system, good or bad, everything depends upon the kinds 
of loans made. 

Even with this new act, it is not to be supposed that we shall 
never see any more crises. Crises are more or less inevitable, 
because an act of Congress cannot prevent human optimism from 
over-trading in goods. Thus no matter how perfect is the machin- 
ery of our credit system, it will register the spasms of trade. The 
essential point to be gained by a desirable system of credit is that 
it should not aggravate the inevitable disturbances which will arise 
in emergencies of business; in the past, our rigid laws magnified any 
departure from regular conditions. In Europe, the banking sys- 
tems are such as to minimize, and not magnify, trouble; which is 
the reason why Europe in recent times has been free from destruc- 
tive panics, while this country has abounded in them. 
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The elasticity of credit implies both expansion and contraction 
according to the needs of business. Since any loan may be carried 
through by a bank giving either its own notes (or other cash) or a 
deposit-account, expansion may be aided either by an over-issue 
of notes or by an excessive creation of deposit-accounts. In some 
quarters, it is assumed that expansion can be regulated by regu- 
lating the issue of notes, or by taxing them, or the like. This is 
not true to the extent supposed. As a medium of exchange in pay- 
ing wages, for traveling expenses, and for retail transactions, a cer- 
tain sum of notes is always needed; but amounts beyond that will 
normally return to the banks. If the notes could be used as 
reserves, they would enable banks to expand loans. But Federal 
Reserve notes cannot be used as reserves by member banks; and 
here is a check on undue expansion. The danger, however, may 
exist elsewhere; these notes, like present national bank notes, 
could be used by the 17,000 state institutions in their reserves. 
So much, for present purposes, as to expansion through the notes 
(which are not limited in amount). 

Those loans, it should be noted, which result in deposit-accounts 
at Federal Reserve Banks (and which are not drawn down by 
requests for notes) directly increase the reserves of member banks 
until transferred by check. Thus the lending power of the mem- 
ber bank is more quickly and extensively enlarged by this process 
than by the issue of notes. Herein lies the pivotal question of over- 
expansion. Passing by the question of over-expansion through the 
issue of notes, it is desired mainly to study here that arising only 
from the use of deposit-accounts and checks, because these opera- 
tions are less understood and are more elusive. Here the possibility 
of expansion is even greater than in connection with notes, because 
the proceeds of a loan at a Reserve Bank, if left there, at once 
count as reserves, and permit another increase of loans. 

To this possibility of serious expansion, what are the practical 
checks to be found in the bill? They may briefly be listed as 
follows: 

1. Against notes the Reserve Bank must carry 40 per cent gold reserves; 
and against deposits 35 per cent reserves in gold or lawful money. But expan- 
sion will first develop in the member banks. They are not required to keep 
as large reserves as before against deposits (carrying, of course, no reserves 
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for notes). They can make more profit with the same reserves by carrying 
more loans. Thus, there is no restriction here, except that of refusal of loans 
by the Reserve Bank. 

2. In Europe the real control over expansion is in the rate of discount 
charged to the borrower. So must it be here, if it is raised early and not after 
the expansion has arrived; but watch must be kept on the particular bank 
beginning to expand its loans, and the treatment must be individually applied 
at the source. 

3. A still more important check resides in the provision (sec. 13) that 
Reserve Banks shall rediscount only “notes, drafts, and bills of exchange 
arising out of actual commercial transactions,” having a maturity of not over 
go days; although a limited amount of live-stock paper may have a maturity 
not exceeding six months. The final definition of all such paper is left to the 
Reserve Board. But loans secured by investment security cannot be redis- 
counted. The spirit of the act, as already explained, forbids loans for carry- 
ing goods in storage for a higher price, and should confine loans to paper based 
on goods actually sold. Just how to define such paper lays a heavy responsi- 
bility on the Federal Board. On it will finally depend the kind of assets 
allowed to Reserve Banks. 

4. A real restriction exists in making rediscounts on only short-time paper; 
but 90 days is somewhat too long for the best liquidity of assets. It was 
asserted, however, that country banks would gain no advantage by the new 
system, because they had little or no short-time paper. By the call of the 
Comptroller, August 9, 1913, it was disclosed that the national banks reporting 
held loans of $3,427,055,157 maturing in go days, and $2,594,351,440 maturing 
in a longer period; or 58 per cent of the former, and 42 per cent of the latter. 
The 6,736 country banks (outside central reserve and reserve cities) ‘held 
$1,735,000,000 loans having a maturity of go days or less, and $1,337,000,000 
maturing over 90 days. That is, even country banks hold more short-time 
than long-time paper. There is obviously enough paper to allow of expansion, 
so far as quantity goes. The real check must be in passing on the paper. 

5. The exclusion of investment paper cuts off all possibility of expansion 
by stock exchange speculation through the help of rediscounts at Reserve 
Banks. It is to be remembered, however, that any member bank can still 
loan on stock-exchange collateral to the extent that it does not wish for redis- 
counts; and that all state institutions not members can loan on such collateral. 
We have not, therefore, seen the end of stock speculation. 

6. Rediscounts at the Reserve Banks must be indorsed by the borrowing 
bank. Hence there will be some check here. 

7. Also, no member bank may loan more than 1o per cent of its capital 
and surplus to any one person or firm. That is much the same now. 

8. A real check is found in the restriction of discounts on acceptances to 
those based on importation or exportation of goods; and even these shall not 
exceed one-half the paid-up capital and surplus of the borrowing member bank. 
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The omission of domestic acceptances is a serious handicap to the desired dis- 
count market, but it works toward a restriction of potential expansion. 

g. In practice the paper must pass rigid scrutiny in more than one step. 
First, it must satisfy the member bank; second, it must be satisfactory to the 
Reserve Bank; and, thirdly, if notes are wanted, it must pass the judgment of 
the Agent of the Reserve Board. 

10. The power of the Reserve Board to examine into the operations of 
reserve banks, and the frequent or special examinations of member banks, will 
give an important control over expansion, or unsound banking, if legitimately 
used (secs. 21, 22, 23). 

11. Again, it is to be noted that, in rediscounting, a large number of indi- 
vidual banks will be related to each other in a co-operative fashion. Something 
of an institutional character has been introduced, and it is possible to place 
responsibility here and there as was never possible before. This development 
should gradually and by experience prove of importance in controlling over- 
expansion. 

12. Finally, if fear arises from the absence of any limit on note-issues, it 
is to be remembered that the Reserve Board can impose a tax upon them at 
their discretion, which tax will be added to the rate of discount to the borrower. 
Such a provision should accomplish the time-honored purpose of the European 
taxes on notes passing a certain limit. To remove all limits on notes was right; 
but it was a courageous thing to put it in the bill, because many people think 
expansion is largely to be attributed to the quantity of issues. In my opinion, 
trouble is less likely to arise from the notes than from the possible use of 
deposit-accounts following loans which demand only checks as a medium of 
exchange. 

It must be emphasized that the possibilities of undue expansion 
of credit cannot be removed by any legal provisions in an act. 
It may create machinery, but the speed with which it will be run 
will depend upon the judgment of the man at the throttle. Elas- 
ticity of credit has been given us with all its possibilities of good to 
business, together with all its possibilities for abuse. The whole 
safety of our credit fabric, therefore, rests upon those who pass on 
the paper discounted. Consequently, the success of the new 
system depends primarily on the men selected to manage the 
severa] Reserve Banks. In practical operation, they are more im- 
portant than those on the Reserve Board. 


XI 


The new act has made possible a new departure of very great 
importance in the technical methods of clearings and collections. 
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How great a departure it is not possible yet to say. It is a further 
development of economizing devices in the settlement of credits. 
For a long time the charges of clearing-houses have been a source 
of dissatisfaction. The original field of clearing-houses was 
limited to local banks in one city, but now it is being extended 
somewhat by such a system as that inaugurated by Boston, 
Kansas City, and some other cities. In the new act larger questions 
of joint action over wide districts, or even over the whole country, 
are being raised. The problem is: Can the gains of city clearing- 
houses and collections be extended to the whole territory of the 
United States ? 

All the regulations touching this matter in the new act are as 
follows: 


Any Federal reserve bank may receive from any of its member banks, and 
from the United States, deposits of current funds in lawful money, national- 
bank notes, Federal reserve notes, or checks and drafts upon solvent member 
banks, payable upon presentation; or, solely for exchange purposes, may receive 
from other Federal reserve banks deposits of current funds in lawful money, 
national!-bank notes, or checks and drafts upon solvent member or other reserve 
banks, payable upon presentation (sec. 13). 

Every Federal reserve bank shall receive on deposit at par from member 
banks or from Federal reserve banks checks and drafts drawn upon any of its 
depositors, and when remitted by a Federal reserve bank, checks and drafts 
drawn by any depositor in any other Federal reserve bank or member bank 
upon funds to the credit of said depositor in said reserve bank or member bank. 
Nothing herein contained shall be construed as prohibiting a member bank 
from charging its actual expense incurred in collecting and remitting funds, 
or for exchange sold to its patrons. The Federal Reserve Board shall, by rule, 
fix the charges to be collected by the member banks from its patrons whose 
checks are cleared through the Federal reserve bank and the charge which may 
be imposed for the service of clearing or collection rendered by the Federal 
reserve bank (sec. 16). 


In these sections, in spite of some blundering due to a com- 
promise on technical questions, and from a desire to conciliate 
country banks (whose earnings are largely affected by charges for 
collections), some important advances were made: any Federal 
Reserve Bank may receive on deposit from its members or from 
the United States, checks and drafts drawn on any solvent member 
bank; “for exchange purposes” any Federal Reserve Bank may 
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accept from any other Reserve Bank checks and drafts drawn on 
any solvent member bank or other Reserve Bank; but it is said 
(sec. 16) that such items shall be received at par; while elsewhere 
certain charges are allowed for collecting them, which has been 
interpreted by exchange experts as making no charge for exchange, 
but allowing a charge for cost of service. But independent of 
“exchange purposes,” any Reserve Bank must receive at par from 
member banks, or from other Reserve Banks, checks and drafts 
drawn on any member bank in the system, that is, without a charge 
for exchange; but yet a member bank is not to be prohibited from 
charging actual expenses for collection or exchange to its patrons." 

The Reserve Board is to fix the charges levied by member 
banks on patrons if these checks are cleared through a Reserve 
Bank, and also to fix the charge of the Reserve Bank for its cost 
of clearing or collection. 

Bearing directly on a future system of clearings for the whole 
country, sec. 16 provides as follows: 


The Federal Reserve Board shall make and promulgate from time to time 
regulations governing the transfer of funds and charges therefor among Fed- 
eral reserve banks and their branches, and may at its discretion exercise the 
functions of a clearing house for such Federal reserve banks, or may designate 
a Federal reserve bank to exercise such functions, and may also require each 
such bank to exercise the functions of a clearing house for its member banks. 


Since a member bank will have reserves in its Reserve Bank, 
a balance in the clearings by a Reserve Bank against a member 
bank can be directly charged against the account of said member 
bank, and all charges for collection would be avoided. Any cost 
for handling these clearings could be charged by the Reserve Bank 
against member banks. A saving over the present methods is 
thus possible. How far a wide-reaching system of clearings may 
be developed, in spite of the extensive clerical service required, 

‘It has been pointed out by George Woodruff, Journal of Political Economy, 
April, 1914, p. 350, that the insertion of the words “when remitted by a Reserve 
Bank” prevents a Reserve Bank from receiving on deposit from its own members, or 
from the United States, checks and drafts drawn on any other Reserve Bank. That 
is, a member bank receiving a draft on a Reserve Bank other than its own cannot send 


it to its own Reserve Bank; although it can send in to its own Reserve Bank a check 
drawn on a member bank in another district. 
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depends largely on organization, and future dispositions. It is 
possible that the present city clearing-houses may be superseded. 

It should be remembered, however, that, at present, only 
national banks (speaking generally) have joined the new system. 
There are more than twice as many banks out of the system as in 
it; and the relations of the national to state banks and trust com- 
panies must be reckoned with. The liabilities of the national 
banks to these outside institutions amount to over $1,200,000,000; 
while there is due from them to national banks a sum nearly half 
as large as from other national banks. 

There is, under the new law, a discrimination in favor of a 
check drawn on any member bank: in the future it will be received 
at par in any part of the country equally with New York or Chicago 
exchange. Therefore all past methods of drawing exchange are 
to a certain extent likely to be upset. Certainly, checks on non- 
member banks will be discriminated against, and they must go 
through the old process of collection, which will not be so quick or 
so inexpensive as that of member banks. Competition of non- 
member banks may lower the cost, or checks on non-member banks 
may be collected by depositing checks of non-member banks with 
member banks. 

The use of checks drawn by individuals on their local banks to 
make payments even of small sums in any part of the country lies 
at the bottom of the extensive system of collections and clearings 
in the United States. In Europe this burden is largely escaped by 
being thrown on remittances through banks. The new act clinches 
the present habit, and makes it permanent, by supplying the means 
of continuing it. 

XII 

It had been hoped by the friends of the National Monetary 
Commission plan to introduce in this country a discount market 
such as exists in the financial centers of Europe. A discount 
market obviously means a market where certain kinds of paper 
can be sold at any time. To suit paper for such a market it 
must have universal acceptability, by having a maker whose 
credit is accepted in any market. Established institutions, 
rather than private persons, are likely to be thus recognized. 
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Promissory notes, the usual paper discounted in this country, are 
the promises of individuals or firms, and therefore have no wide 
recognition. The process of making an acceptance is as follows: 
The person wishing credits will go to a large mercantile house, or 
bank, and ask the privilege of drawing a bill on it, falling due at a 
date in the future, which will be accepted by them on presentation. 
The house, or bank, writes across the face of the bill the word 
“accepted,” with the date and its signature. A promise to pay in 
the future to a bank and ‘‘accepted” by it has the security and 
recognition of the acceptor." Hence, the use of acceptances has 
been urged as necessary to the existence of a discount market in 
this country. 

Hitherto, acceptances have not been permitted by law to 
national banks. Under the new act our banks are allowed to 
accept, as follows: 

Any member bank may accept drafts or bills of exchange drawn upon it 
and growing out of transactions involving the importation or exportation of 
goods having not more than six months sight to run; but no bank shall accept 
such bills to an amount equal at any time in the aggregate to more than one- 
half its paid-up capital stock and surplus (sec. 13). 

The limitation of acceptances to transactions in foreign trade, 
and the omission of authority to make acceptances based on domes- 
tic transactions, obviously limit the supply of paper which could 
be offered in a general discount market. The reason for such 
omission was the fear of undesirable expansion, if the right to 
accept were given free rein. In all cases the customer asking for 
the acceptance agrees to provide the accepting bank with funds 
to cover the acceptance a few days before it falls due. The acceptor 
only lends his credit, to the customer, and does not advance any 
cash. Hence in accepting a bill drawn on it, a bank would not 
create a liability in a deposit account against which it must carry 
reserves, and in this country the temptation to accept beyond 
moderation might have been too strong to be resisted, if a curb were 
not introduced. As the law stands, a limited use of acceptances is 
permitted, which may be extended by later legislation, provided 


For a useful description of the practical workings of acceptances, see Conway 
and Patterson, op. cit., chap. xi. 
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traditions of safety may be hereafter established. Moreover, it is 
doubtful if bills of exchange drawn on the actual exchange of goods, 
or bills drawn on banks, in order to provide acceptances could be 
extended to such an extent in this country as to supplant the 
promissory note. 

Besides the general market for acceptances, the new act per- 
mits Federal Reserve Banks to deal in them: 

Any Federal reserve bank may discount acceptances which are based on the 
importation or exportation of goods and which have a maturity at time of dis- 
count of not more than three months, and indorsed by at least one member 
bank. The amount of acceptances so discounted shall at no time exceed one- 
half the paid-up capital stock and surplus of the bank for which the rediscounts 
are made (sec. 13). 


If our acceptances based on cotton, for instance, were made 
salable in London, or on the Continent, they would in effect pro- 
vide a means of bringing in foreign capital to finance the movement 
of our crop. This would be an obvious advantage. 

In other respects, the purpose of selling acceptances in a dis- 
count market would be to change the assets of the holder into cash. 
So far as member banks wish to do this, they may obtain the end 
in another way, by rediscounting paper with a Federal Reserve 
Bank; but such operations are limited by the resources of capital 
at the disposal of the Reserve Banks. 


XIII 


So far as Americans are engaged in foreign trade, or are located 
in foreign countries, they labor under some disadvantage, if they 
are obliged to do their business through foreign banking institu- 
tions. In international relations, and in granting of loans, the 
trade of any one country is usually favored by the institutions 
owned by the citizens of that country. Our business men are not 
so well known that they can obtain loans from foreign banking 
houses in Buenos Aires or Hongkong as favorably as those who 
have been long known to the commercial and banking institutions. 
A young country must fight for its recognition in trade; and it 
needs the support abroad of its own powerful banking institutions. 

Moreover, American bankers are now obliged to share com- 
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missions with foreign bankers on an immense amount of inter- 
national trade originating with us. At present American drafts 
and bills, if sent abroad in payment of imports from Europe, could 
not be sold in the discount markets of Europe, because the Amezi- 
can firms are not sufficiently well known. 

As soon as our foreign trade warrants it, and as soon as we have 
capital enough to be employed out of the country, foreign banking 
branches, if profitable, will come into being under the provisions 
of the new act (sec. 25). Such branches are permitted to national 
banks having a capital and surplus of $1,000,000 or more, subject 
to examination by the Federal Reserve Board, and provided the 
accounts of each branch are kept separately from those of any other 
branch. 


There are many other matters which might be touched upon in 
connection with the new law; but within ihe space allowed it has 
been possible to discuss only the chief topics selected. There are 
unfortunate provisions in the act, such as those in sec. 24, permitting 
loans on farm lands by banks that create demand liabilities. They 


should not tie up their resources in an unliquid form like land. 
But the sum and substance of the whole act is so remarkably good, 
that the combined support of both bankers and the public is certain 
to be given to it to the end that it may work smoothly and bring 
a long-desired reform to an expectant nation. 

J. LAURENCE LAUGHLIN 


University oF CHICAGO 





COMMERCIAL PAPER AND THE FEDERAL RESERVE 
BANKS 


The Federal Reserve Board is empowered to formulate rules 
and regulations for putting into effect many requirements which 
very wisely are expressed in general terms in the Federal Reserve 
Act. One of the first and most important duties of the Board 
will be to determine the character of the paper which the reserve 
banks may rediscount for member banks. In this particular 
instance the act is explicit regarding certain requirements, while 
others are left to the determination of the Board in accordance 
with general principles laid down in the measure. Rediscounts 
are restricted to paper maturing within ninety days, aside from 
a limited amount of agricultural and live-stock paper maturing 
within six months. Notes, drafts, and bills of exchange may be 
rediscounted; in other words, form is immaterial, since practically 
all kinds of negotiable instruments used for borrowing purposes 
are included. Collateral loans when the collateral consists of 
stocks or bonds are specifically excluded from rediscount, while 
commercial paper, whatever its form, is eligible. The act does not 
define commercial loans except in most general terms, but directs 
the Federal Reserve Board to do so more precisely. 

The provision in the act regarding the general character of the 
paper which may be rediscounted reads as follows: 


Upon the indorsement of any of its member banks, with a waiver of 
demand, notice, and protest by such bank, any Federal reserve bank may 
discount notes, drafts, and bills of exchange arising out of actual commercial 
transactions; that is, notes, drafts, and bills of exchange issued or drawn 
for agricultural, industrial, or commercial purposes, or the proceeds of which 
have been used, or are te be used, for such purposes, the Federal Reserve 
Board to have the right to determine or define the character of the paper thus 
eligible for discount, within the meaning of this Act. 


It may at once be noted that the word “commercial” is given 
first a broad and later a restricted meaning. When coupled with 
agricultural and industrial, it evidently means merchandizing or 
trading; when used alone, it evidently includes not only trading but 
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also agricultural and industrial operations. Any sale of goods may 
properly be described as a merchandising or trading transaction 
from the point of view of the seller. But if the purchaser is engaged 
in agriculture or in manufacturing, the purchase is not for him a 
trading operation, strictly speaking, and so, in the restricted sense 
of the word “‘commercial,’”’ loans made to such persons to enable 
them to finance purchases would not be commercial loans. Under 
the broader definition of the term, it is evidently the intent of the 
law that the paper both of the seller and of the purchaser of goods 
is eligible for rediscount if the proceeds are to be used in connection 
with current undertakings. The term “commercial loan” may 
provisionally be defined, therefore, as any loan which enables a 
borrower who is engaged in the production or distribution of goods 
to finance such quick assets as he may require, whether merchan- 
dise purchased or goods sold. 

Most of the loans made by commercial banks provide the 
business community with no more funds than are needed for these 
purposes, but in particular cases there is no certainty that this is 
the limit of accommodation granted. It is the duty of the Federal 
Reserve Board to formulate such regulations regarding rediscounts 
as will make it reasonably certain in practice that the proceeds of 
rediscounted paper have been used to finance quick assets. In 
framing its regulations, however, the Board is not bound to con- 
fine itself solely to those which would exclude from rediscount 
paper which is not of a commercial character. Additional restric- 
tions may properly be imposed in order to enhance the safety 
and liquidness of the paper rediscounted, and also to lessen the 
danger of the overexpansion of credit. But at the same time care 
must be taken not to impose restrictions so stringent in character 
that the banks generally would not in the ordinary course of their 
business secure eligible paper. The general economic advantage 
of the community must also be considered. Restrictions should 
not be imposed which would hamper business enterprise or lead 
to the concentration of credit in the large cities. 

Before making any attempt to apply these various considera- 
tions to the determination of the kind of paper which should be 
rediscounted by the reserve banks, it is necessary to give considera- 





438 JOURNAL OF POLITICAL ECONOMY 


tion to the two quite distinct principles upon which in practice 
credit is granted by banks. Commercial credit may be based either 
upon specific transactions, the purchase and sale of particular com- 
moditiesJ or upon the character and business condition of the bor- 
rower as determined from statements and in other ways. Each 
of these principles gives rise to two methods of borrowing—the 
specific transaction to the discount of double-name mercantile bills 
and notes and to loans on book credits, the general standing of the 
borrower to single-name paper and to the bank acceptance. 

The specific transaction has from time immemorial been 
regarded as a proper basis for bank credit, while credit has been 
granted in large volume upon the other principle only within 
comparatively recent times. Tradition is all in favor of the specific 
transaction, and at first sight it would seem self-evident that if 
the maker’s own note is good the addition of another signature 
could hardly fail to make it still better. Analysis, however, will 
show that single-name paper may be and in practice is distinctly 
superior in very nearly every respect. This is because the two 
kinds of paper are the outcome of two quite different methods of 
conducting business and that method which occasions single-name 
paper is far more conducive to sound and healthy trade and indus- 
trial conditions. 

Single-name paper and the bank acceptance have to an increas- 
ing extent taken the place of double-name mercantile paper all 
over the world, except in France where three names are required 
at the Bank of France. The payment of cash for commodities 
has brought this change about. In some lines of business because 
of the marketable nature of the product, and in others because 
of the strong position of producers, cash payments have been 
insisted upon. In many other lines of business the obvious advan- 
tage of speedy payment has been sufficient to lead to the offer of 
discounts for cash much above ordinary rates for bank loans. 
When purchasers pay cash, obviously the double-name mercantile 
bill or indorsed note cannot come into existence. Purchasers must 
either have enough capital of their own to make payments or must 
borrow directly from their banks. 

In European countries there is not a little direct borrowing, but 
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funds are also secured through bank acceptances. The bank 
acceptance is, however, nothing more than single-name paper 
indorsed by one bank and discounted by another bank. The 
general credit situation is not appreciably strengthened by this 
arrangement. If A draws a bill on bank X, which after acceptance 
is discounted by bank Y, and the bill of B accepted by Y is dis- 
counted by X, there is no greater security for the two loans taken 
together than would be given if A had borrowed directly from X 
and B from Y. Inasmuch as banks in this country may not accept 
bills drawn for domestic purposes, borrowers in this country must 
be able to secure funds on their own promissory notes if they are 
to continue to make cash payments. 

Business is altogether likely to be kept in a stronger condition 
when cash payments are the rule than when each producer and 
dealer owes for what he has bought and is owed for what he has 
sold. Many, nay most, men are so constituted that in periods of 
active business and general optimism they will buy far more on 
credit than they would have bought if required or expected to pay 
cash. Mercantile credit is far more likely to be extended beyond 
safe limits than bank credit, partly because the rate of return on 
sales is greater than that on bank loans, and even more because 
bankers, comparatively speaking, are a highly conservative class 
of business men. Where purchasing ability is limited by cash 
payments, it is to be expected that the danger of a generally 
overextended condition of business will be somewhat lessened. 
Even where cash discounts are not taken, dealers selling goods to 
numerous purchasers scattered over a wide territory would find 
the handling of mercantile bills and notes far more expensive and 
troublesome than book accounts and direct borrowing from the 
banks. Moreover, on account of the various explicit or implied 
warranties generally customary when goods are sold from samples 
by traveling salesmen, many bills and notes would not be negotia- 
ble instruments and would therefore be unavailable for discounting 
purposes. 

When this problem is considered from the standpoint of the 
banks, the same conclusion emerges. If credit is based upon specific 
transactions, there is no means of determining whether the amount 
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of borrowing on the sales made has been kept within safe limits, 
having regard both to the character of the purchasers and to the 
obligation of the borrowers to those from whom they have pur- 
chased. Many of the most notable failures in banking history 
(the Gurney failure for example) have been due to excessive dis- 
counts of paper representing actual sales of commodities, because 
purchasers had overbought and the borrowing sellers were over- 
burdened with obligations on account of what they themselves had 
purchased. 

Borrowing on sales made on a time basis creates contingent 
liabilities, and notoriously, contingent liabilities are likely to be 
regarded as no liability at all. Cash payments tend to diminish 
the contingent obligations of borrowers. They free the banks to a 
large extent from the necessity of going behind the borrower to the 
persons to whom he has sold his product. In the early years of 
the evolution of borrowing on single-name paper it was perhaps 
less safe than double-name paper. As the practice has become 
more general, statements from borrowers and credit analyses have 
become customary and they are proving potent safeguards. 
Gradually a more exact knowledge of the limits within which 
credit can be safely granted to particular persons and in different 
lines of business is being developed. This knowledge can never 
be developed satisfactorily if the specific transaction is made 
the basis for credit. Much of course remains to be done in the 
field of credit analysis. All borrowers do not furnish statements. 
They are often incomplete or carelessly put together, and sometimes 
are dishonest fabrications. They are also generally furnished at 
too infrequent intervals. Here the Federal Reserve Board may 
render valuable service by setting up requirements regarding 
single-name paper which will further the efforts of member banks 
in securing accurate and current information. The Board might 
well require annual and perhaps semiannual statements from all 
borrowers whose paper was made eligible for rediscount, and in 
the case of large borrowers an audit by certified public accountants. 

Single-name paper seems at first sight far less liquid than 
double-name paper arising out of specific transactions. In the 
ordinary course of business it is presumed that the date of payment 
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will be sufficiently distant to permit the purchaser to complete 
the transaction in connection with which the purchase was made. 
Paper of this character is in a sense self-liquidating. This is, 
however, also true of single-name paper if it has been confined 
within proper limits. In each instance a part of the quick assets 
of the borrower is financed, and in each case if the volume of busi- 
ness is reduced the borrower will be able to liquidate a part of his 
obligations. But if the volume of his dealings is not lessened, 
even though particular loans may be liquidated, new loans will 
have taken their place. This is true whether the borrowing is on 
double- or on single-name paper. 

The view has found expression in some quarters that the over- 
expansion of credit is impossible if loans are based upon actual 
transactions. A moment’s reflection will disclose the dangerous 
fallacy in this contention. Suppose that all sales were put upon 
a time basis and that all the resulting receivables were discounted 
at the banks; it is certain that an amount of credit vastly greater 
than that at present granted would be required. Prices of com- 
modities would advance and these advances would furnish the 
basis for a still greater volume of credit upon the same physical 
volume of trade. Of course most persons would be too wise to 
discount all receivables, but if particular transactions are made the 
primary basis for loans, and credit analysis instead of being 
strengthened is allowed to lapse, many would take advantage of 
the situation. The banks would have no adequate check upon 
excessive borrowing by particular firms. 

The universal use of double-name paper would almost certainly 
prove to be an especially grievous matter for farmers and other 
small producers. The farmer now receives cash for very nearly 
all that he sells, but if cotton and grain dealers should be unable 
to borrow from banks in order to pay cash, the farmer would be 
obliged to accept notes and bi'ls of exchange for his products. 
These he might sell to his local banks, but surely the credit of 
dealers in agricultural commodities can be far more accurately 
determined by the bankers of the cities who come into direct 
contact with them. 

Any attempt to restore the use of double-name paper would 
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not only involve revolutionary changes in existing banking arrange- 
ments but would also tend toward the concentration of credits 
in the large cities. Aside from the double-name paper which 
might be created if farmers were paid in notes, its use would tend 
to concentrate generally desirable paper in the large distributing 
centers of the country. The sales by wholesalers to retailers, for 
example, now give rise to a demand for loans wherever the goods 
are delivered. Under the double-name arrangement, the paper 
would appear where the sales offices of producers are situated, 
chiefly in the large cities. . 

The only possible ground for excluding single-name paper 
from rediscounting would seem to be the difficulty of making cer- 
tain that the proceeds of such loans have in fact been used or are 
to be used for commercial purposes. Names of two persons engaged 
in businesses which would naturally make one a purchaser of the 
product of the other provide fair evidence that the paper is of the 
right sort. In the case of single-name paper the difficulties are 
greater but not insuperable—certainly they are not great enough 
to warrant its exclusion from rediscounting. It will not be difficult 
for the reserve banks to find out whether the one name is that of 
a person engaged in business who might therefore be expected to 
be borrowing for commercial purposes. A copy of the statement 
of the borrower filed with his own bank would furnish some indi- 
cation whether or not his borrowings were beyond what might be 
safely employed in financing his current assets. Further regula- 
tions designed for the same purpose might be set up, but a detailed 
consideration of such regulations does not fall within the limits 
of the present paper. 

Both single- and double-name paper should be eligible for redis- 
count without differences in rate for similar maturities. Double- 
name paper will continue in use in those parts of the country in 
which there is a scarcity of banking credit relative to local demand 
for its use. It is, however, probable that under the operation of 
the federal reserve banking system banking funds will flow more 
readily between different sections of the country. Consequently 
means will become available for the further extension of the practice 
of cash payments and the use of single-name paper. 
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The opinion has been expressed in some quarters that there can 
be no broad discount market in the United States unless a consider- 
able amount of double-name paper becomes available. This view 
is based upon a complete misconception of the true nature of a 
discount market. A broad discount market is one to which many 
borrowers and lenders regularly resort. We have long had such 
a market in this country in normal times provided by note brokers. 
In periods of financial strain, this market has invariably become 
seriously dislocated on account of the absence of any central redis- 
counting institutions such as are to be provided through the 
establishment of the federal reserve banks. In fact, unless single- 
name paper is discriminated against by the Federal Reserve Board, 
it is probable that the volume of paper marketed by note brokers 
will not be less than in the past and may be very much greater. 
It is even more certain that the ordinary banks will rediscount for 
each other with greater freedom. A broad and stable discount 
market will thus be secured. Nothing more could be accomplished 
through the return to the antiquated practice of double-name trade 


paper. 
Improvement of present practice in the granting of commercial 


credit rather than revolutionary changes is all that is required 
under the terms of the Federal Reserve act. Nothing more is 
needed to provide the reserve banks with paper which will meet 
every test of safety and which will be of general advantage to the 


community. mene 
. M. W. SPRAGUE 


HARVARD UNIVERSITY 





THE PROBABLE EFFECTS OF THE NEW CURRENCY 
ACT ON BANK INVESTMENTS 


Any notable change in the banking system of a modern indus- 
trial country may be expected to affect the accustomed policies of 
four distinct elements of the community: the national treasury, the 
users of credit, the owners of the banks, and the public at large. 
This is as certain to occur in outcome of the Federal Reserve act 
of December 23, 1913, as in train of the two other great events in 
our banking history—the veto of the charter renewal of the Second 
Bank of the United States in 1832 and the passage of the National 
Bank act in 1863. The purpose of the present paper is to consider 
the effect of the act upon the banks themselves, so far, at least, as 
concerns their actual investments and their future investing policy. 

A bank’s investment might be defined as that part of its 
resources embodied in income-yielding securities, acquired or 
retained outside of the course of its normal functions of loan and 
discount. This definition serves to exclude, as non-income yielding, 
the banking plant and equipment, and, as only temporarily retained, 
the ordinary contents of the bank’s portfolio—bills receivable, 
promissory notes, and commercial paper generally. So delimited, 
the assets of the national banks are reduced to two considerable 
items: (1) United States bonds deposited to secure note circulation, 
public deposits, or “on hand,” and (2) securities other than United 
States bonds acquired for investment purposes. On January 13, 
1914, the 7,493 national banks owned $792,056,800 United States 
bonds. On the same date their net holdings of securities other than 
United States bonds were $1,041,698,974. Combined, the two 
items exceeded the total capital and surplus of the banks. 

The ownership of United States bonds by the banks has been 
a legal requirement since the passage of the National Bank act. 
Under the provision of law that every bank shall deposit prescribed 
quotas of bonds before beginning business, the ownership of some 
part of their aggregate holdings is mandatory. The preparatory 
requirements of the Aldrich-Vreeland act and the time restrictions 

444 





THE CURRENCY ACT AND BANK INVESTMENTS = 445 


upon withdrawal of note circulation may be taken to explain the 
acquisition and retention of an additional amount. The policy of 
the Treasury in depositing public funds with the banks in times of 
monetary stringency upon the security of United States bonds is 
a further reason for such purchase. There remain to be accounted 
for a very large volume of United States bonds, the ownership of 
which by the national banks is to be explained by less specific, but 
generally related, considerations. The courtesy of Deputy Comp- 
troller T. P. Kane has made it possible to supplement the data 
contained in the Comptroller of the Currency’s report by exact 
information as to one phase, at least, of this problem. On Octo- 
ber 21, 1913, the 7,509 national banks of the United States had 
United States bonds on deposit with the Treasurer of the United 
States to secure note circulation to the amount of $737,480,840. 
Of this aggregate, the deposits made in accordance with the pro- 
vision requiring minimum bond deposits prior to beginning business 
were only $149,604,345, leaving what has been described as 
“excess” bond deposits to the amount of $587,876,495 to secure 
corresponding note circulation. To this must be added the further 
holdings ($50,610,110) deposited as security for public deposits and 
also an amount ($6,199,710) ‘“‘on hand.’ 

The actual occasion and course of such ‘“‘excess”’ holdings invite 
much more careful and detailed analysis than has been accorded 
thereto. In general it may be ventured that the disposition of the 
banks to take out circulation in excess of the amount of mandatory 
bond deposits has been induced by considerations of banking profit; 
but that even after any considerable profit has ceased to accrue 
therefrom, the maintenance of note circulation, involving of course 


* The number of banks, capital, United States bonds deposited, amount required, 
and excess deposited, by geographical divisions, are as follows (October 21, 1913): 
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the purchase and deposit of bonds, has come to be regarded as 
proper procedure for a normal conservative bank desirous of con- 
ducting its affairs in harmony with the spirit and intent of the 
National Bank act and its traditional administration. 

Under the Federal Reserve act neither of the two purposes 
which have induced the banks to acquire and hold United States 
bonds—note circulation and public deposits—is finally retained. 
The provision of law requiring bond deposit as a condition prece- 
dent to the issue of a charter to a member bank is repealed, and 
note-issuing power is conferred upon, and will ultimately be exclu- 
sively exercised by, the district banks. Although the right of the 
Secretary of the Treasury to use member banks as depositaries is 
specifically preserved, Treasury funds are likely under ordinary 
circumstances to be deposited with district banks. The ultimate 
operation of the system thus seems to contemplate no other use for 
United States bonds by member banks than as ordinary income- 
yielding investment assets. 

Bearing in mind the conditions and terms under which a large 
part of the bonds were acquired, such withdrawal of use threatened 
heavy loss to the banks. Moreover, from the Treasury’s stand- 
point, the unfavorable effect upon market price of rapid or urgent 
liquidation of such securities was undesirable. These considera- 
tions induced the insertion in the new measure of elaborate pro- 
visions looking to the gradual conversion and redemption of the 
banks’ holdings of United States bonds. Two years after the pas- 
sage of the act, and at any time during a period of twenty years 
succeeding, that is to say from December 23, 1915, to December 23, 
1935, any member bank may signify its intention to retire the whole 
or part of its outstanding circulation and to sell the corresponding 
deposited bonds. The bonds so released are to be acquired by the 
federal reserve banks as the basis of a corresponding issue of cir- 
culating notes. There are, however, important limitations upon 
this conversion privilege. Purchase of the bonds by the reserve 
banks is not obligatory, but subject to the discretion of the Federal 
Reserve Board. Not more than $25,000,000 bonds in the aggregate 
may be purchased in any one year. It is not clear, in the event of 
applications for retirement exceeding $25,000,000, how purchase 
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will be made, whether according to priority of application or to 
proportionate allotment, or by discretionary selection. Finally, 
not even the entire $25,000,000 is available, since included therein 
are such bonds possessing circulating privilege as the reserve banks 
may acquire independently and utilize by deposit for taking out 
“circulating notes.’ Such bond-secured circulating notes of the 
federal reserve banks are to be distinguished, of course, from the 
federal reserve notes, based upon collateral security. 

The new measure thus contemplates the ultimate taking-over 
by the reserve banks at par and interest of a large part, possibly 
all, of the United States bonds now held by the member banks. 
To prevent contraction or to avoid change, this taking over is 
spread over a long term of years, with an expiry on the banks’ 
option discouraging possible reluctance to withdraw circulation. 
In the interim the market price of such bonds will be maintained 
by the right of the district banks to buy in the open market or 
elsewhere either as a basis for circulation or for resale. On the 
whole, the provisions of the measure seem designed not so much 
to relieve the banks of their holdings as to maintain the price of the 
bonds. This is sound financial policy and a course probably not 
unacceptable to the banks. 

More important both in absolute amount and in problematic 
future are the banks’ holdings of securities other than United 
States bonds.t On January 13, 1914, the net volume of such securi- 
ties was $1,041,698,974—the largest absolute amount and the third 
largest proportion relative to total banking assets held at a corre- 
sponding season in the history of the national banking system. 
Approximately the same aggregate ($1,094,185,585)? was distributed 
on June 4, 1913, the latest available date, as follows: railroad bonds 
$345,204,195; industrial (“all other”) bonds, $220,120,541; public 
utility bonds, $197,459,668; state, county, and municipal bonds, 
$175,345,382; various other securities, $156,055,799. 

Authority to make investments in bonds, although not expressly 

*The growth of such holdings is analyzed by the present writer in a paper on 
“The Security Holdings of National Banks” in the American Economic Review, 
December, 1913, from which the paragraphs that follow have been extracted. 

?No deduction is made of “bonds borrowed” ($43,215,465). 
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conferred, has been held to be included in the powers of a national 
bank to discount and negotiate promissory notes, bills of exchange, 
and other evidences of debt, and this administrative construction 
has been confirmed by judicial decision that national banks are 
authorized to purchase corporate and municipal bonds as such evi- 
dences of debt. Whatever doubt may have remained, in the ab- 
sence of adjudication by the United States Supreme Court, was 
de facto dispelled in 1908 by the provisions of the Aldrich-Vreeland 
act looking to the possible acceptance of bonds other than United 
States bonds as security for additional note circulation.* 

The motives leading to such investments have been in some 
cases specific and local—as the purchase of the bonds of a particular 
state or city for tax-exemption purposes, or to serve as the legal or 
practical requisite for securing public or semi-public deposits. So, 
too, the profitable banking account of a private corporation may 
sometimes be more certainly retained by participation in its finan- 
cing. But such purchases, as well as the bonds acquired by the 
taking-over of hypothecated securities, explain only a fractional 
part of the banks’ aggregate holdings. 

As familiar banking practice, the purchase and ownership of 
such securities by the national banks has been commonly explained 
upon the theory of a “secondary reserve.” Sound banking policy, 
it is held, dictates that cash reserves should be supplemented by 
income-producing investments of indubitable safety and easy 
marketability—available for quick, favorable conversion into cash 
when monetary drain threatens exhaustion of the primary reserve. 
Bonds—state, county, municipal, railroad, public utility, and indus- 
trial—have been the only forms of investment legally available, or 
at least available in sufficient amount, for this purpose. Such 
inference is confirmed by the fact that the country banks have 
throughout invested a larger proportion of their resources in bonds 
than have the city banks. 

In accordance with the theory of a ‘“‘secondary reserve,” the 
proportion of their resources which the banks might be expected 
to maintain in the form of such securities should be—apart from 
seasonal, cyclical, and sectional fluctuations—reasonably constant. 


t Report of the Comptroller of the Currency, 1909, Pp. 9. 
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As a matter of fact, practically from the establishment of the 
national banking system to the present time the ratio of security 
holdings to banking resources has increased. Occasionally there 
has been decline; but thereafter the tendency has been resumed 
and a higher ratio attained. Nor has the gain in relative impor- 
tance of securities been at the expense of any one item or group of 
items of banking assets. One element after another has tended to 
increase or diminish in response to specific episodes in our monetary 
history; but the point of arrest or reversal has been far less remote. 

Although the banks have applied an increasing proportion of 
their resources to investment securities, this movement has been 
continuous in tendency rather than uniform or regular in pace. 
An examination of the changes in ratio from year to year indicates 
that the gain has been markedly greater in certain periods than in 
others. The principle of variation which might be supposed to 
prevail, in accordance with the theory of “secondary reserve,” is 
that the banks buy bonds rapidly in dull times when cash accumu- 
lates and business demands slacken, and slowly or not at all (or 
indeed liquidate some part of such holdings as they have) when 
business is active and cash in demand. The actual course of varia- 
tion, as exhibited in the experience of the national banks, both in 
the aggregate and in groups, has been notably different from this 
simple or absolute movement and can be summarized in the follow- 
ing tentative statement: The national banks buy bonds freely in 
periods of high business activity characterized by attendant cir- 
cumstances of large cash deposits, active markets, pool operations, 
security flotations, and syndicate underwritings. This upward 
movement is checked by the fatigue which follows speculative 
excess and foreshadows the advent of financial disturbance. Panic 
strain is neither anticipated nor relieved by the liquidation of 
securities. With the prostration that marks the end of spasm, 
securities are again freely acquired—in part the enforced taking- 
over of hypothecated collateral, in part the productive reinvestment 
of swollen reserves. This prostration is succeeded by depression, 
marked by smaller cash deposits and inactive financing, during 
which the banks add but slowly to their bond holdings. If there 
be premature recovery, securities are bought more actively; but 
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with the relapse into dulness this tendency in turn is arrested. 
Not until business activity is resumed on a large scale are bonds 
again bought with rapidity and the cycle resumed. 

It thus appears that the banks have continuously devoted an 
increasing part of their resources to the purchase of bonds, in con- 
trast to the movement of loans and discounts and cash reserves, 
until the amount so invested now practically equals their paid-in 
capital stock. The occasions for such purchase, as evidenced by a 
comparison of alternating periods of rapid and slow acquisition, 
have been not only the accumulation of unemployed funds and the 
absence of other channels of profitable employment in periods of 
business prostration, but also the attractiveness and pressure of new 
security flotations by reason of syndicate participation, anticipated 
rise in value, or mere corporate contacts, in times of business ac- 
tivity. Securities so acquired have failed notably to serve as a 
form of secondary reserve to meet the demands of expanding busi- 
ness or panic strain, being non-liquid either in seasonal or in 
cyclical requirement. 

The question now arises as to the extent to which this bond- 
buying policy of the banks is likely to be affected by the new law. 
Distinction can here as elsewhere be drawn between absolute ten- 
dency and actual conduct—between what the banks might reason- 
ably be expected to do and what they will actually do in practice. 
It is clear that the chief ostensible occasion for such purchase— 
the fact that bonds are the only eligible forms of investment in 
times of idle money—will be affected by the availability of accepted 
commercial paper. It is also evident that changes in reserve 
requirements and in exchange and clearing arrangements will leave 
the country banks with ampler funds for investment—a condition 
not counterbalanced by corresponding alterations on the part of 
the city banks. 

Too sanguine expectations have perhaps been voiced as to the 
development of a free discount market. As it involves an almost 
radical change in the methods of conducting business, some time 
is likely to elapse before the prevailing system of open credits and 
trade discounts will be replaced by a system of domestic bills and 
bank acceptances. Even thereafter it is not clear that paper of 
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this kind will be available at the required times in sufficient volume 
to meet the demands of banks. 

Moreover, we must face the fact familiar to every practical 
banker that the banks buy bonds, not only to make otherwise idle 
money income-yielding, but also to profit by a prospective rise and 
to participate in modern corporate financing. Neither practice is 
in conformity with the soundest banking principles. In so far as 
the motive of such investment is the lure of larger interest return 
and of speculation for the rise, the practice is indefensible. In so 
far as the purchase of bonds by the banks has grown up as an inci- 
dent of modern corporate financing—induced by the requirements 
of the corporations rather than by the necessities of the banks— 
the occasion itself is valid but the mode of its exercise improper. 
An essential function of an efficient money market is the temporary 
holding of security issues in the interval between original emission 
and definite absorption by investors. But this service cannot be 
economically undertaken nor adequately performed by commercial 
banks. Aside from matters of equipment and competence, there 
is an inevitable coincidence in time between the demand for such 
fiscal service and the requirement for ampler commercial accommo- 
dation—with the result of strain and cost to the credit-using 
community. 

Accustomed as the banks are to bond-buying and its accompany- 
ing incidents, delayed in operation and undetermined in amount as 
the development of a discount market is certain to be, the prevail- 
ing bond-buying practice of the banks is likely to be checked rather 
than stopped. It is this consideration indeed which justifies the 
question whether some restrictive legislation upon the freedom of 
the banks to make such purchases might not properly figure in 
future legislation as a reasonable device to aid the successful opera- 
tion of the proposed changes in banking procedure. 

A final consideration has to do with the effect of the new measure 
upon the securities which the banks now actually own rather than 
with their future policy with respect to such investments. The 
same influences which are likely to check further bond-buying may 
be counted upon to encourage liquidation of present holdings—the 
proceeds to be utilized either for distribution among stockholders 





452 JOURNAL OF POLITICAL ECONOMY 


or for reinvestment in commercial paper of a kind available for 
rediscount by the reserve banks. This liquidation tendency will in 
turn be delayed by the circumstance which has heretofore defeated 
the use of security holdings as efficient secondary reserve and which 
has effected practically uninterrupted increase in their absolute and 
relative amount—customary purchase of securities by the banks at 
high price levels and reluctant sale at low price levels. 

Bearing in mind the fundamental soundness of the new act, the 
comparative banking experience of other countries, and the tremen- 
dous adaptability of American business character, there is every 
reason for anticipating the most salutary effects from its operation. 
Certainly the measure carries no menace to the owners of national 
banks and indeed promises correction of certain unwholesome tend- 
encies in bank investments. 


JacoB H. HOLLANDER 


Jouns Hopkins UNIVERSITY 





THE ELASTICITY OF NOTE ISSUE UNDER THE NEW 
CURRENCY LAW 


To anyone who has been interested in currency reform for, say, 
twenty years, probably nothing is more striking than the change 
in emphasis which has taken place among the advocates of reform 
during this period. The typical reform plan of the earlier time, for 
example the so-called Baltimore plan brought forward in 1894, 
devoted itself almost exclusively to providing a thoroughly elastic 
note issue, based on ordinary assets. In contrast, the new law 
has as its central, primary object the organization into at least 
regional unity of something like the entire banking system of the 
country. Doubtless this difference in the two reform plans was 
not altogether due to a fundamental difference of opinion with 
respect to what would be the ideal scheme. The reformers of the 
earlier period were not indifferent to the need for centralized 
organization in the banking system. But they considered any 
scheme involving a central bank, like the old Bank of the United 
States, quite chimerical; and they were probably right. But times 
change; and men change with them. For one reason or another 
we have all become more tolerant of centralization in business 
matters, as also more tolerant of that increase in governmental 
control which increased centralization in business seems to make 
necessary. With at least fairly general approval, a system of 
regional organization has been set up, involving a very high degree 
of centralization and a very high degree of governmental control. 
But with this change in the method of reform, it became inevitable 
that the more important ends which earlier schemes sought to 
accomplish by giving the note a high degree of elasticity should be, 
in no small measure, attained by other means. In consequence, 
the need for elasticity in the note issue will be much diminished 
under the new law. Nevertheless, it is admitted that this need 
will not disappear altogether. Elasticity in the note issue will be 
wanted partly to assist in utilizing the newer methods of dealing 
with the difficulties involved and partly to supplement those newer 
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methods. Accordingly, the question “‘ How far does the note issue 
under the new system seem likely to prove an elastic one ?”’ is still 
important. 

From the beginnings of agitation for currency reform the advo- 
cates of elasticity have recognized more or less clearly two kinds: 
(1) what we may call seasonal or ordinary elasticity, and (2) what 
we may call emergency elasticity. By the former was meant the 
power of a note issue to adjust its volume to those moderate changes 
in the need for money which show themselves in the course of an 
ordinary year. By emergency elasticity was meant the power of a 
note issue to adjust its volume to those extraordinary changes in need 
which connect themselves with the typical banking panic. The 
evils which it was believed that seasonal or ordinary elasticity 
would remedy were principally (1) the summer shortage of cur- 
rency for moving crops, together with the temporary but more or 
less serious stringency in the New York money market which 
accompanies that shortage, and (2) the plethora or excess of 
currency which usually appears three or four months after the crop- 
moving period has terminated. The evils which emergency elas- 
ticity was expected to relieve were principally (1) the stringency 
which precipitates the panic, (2) the money famine consequent on 
general bank suspension after the panic has fully developed, and 
(3) the glut of currency which attends the depression following 
a panic, often leading to excessive exports of gold and thus endan- 
gering the whole credit system of the country. 

Let us, now, take up seasonal or ordinary elasticity, and ask 
ourselves whether the new notes are likely to possess this charac- 
teristic. First, how about the expansibility needed to supply 
adequate funds for crop-moving? At this point, it must at once 
be admitted that the new currency does not meet the demands of 
the case in quite the thoroughgoing way which the earlier schemes 
thought to be necessary. The ideal of the earlier plans was to 
provide an adequate and easily utilized power of issue, located at 
the very place where the need for expansion is felt, i.e., in the 
local bank. The new law gives up this idea entirely. The local 
bank will not have power to issue the new currency at all. In so 
tar as its customers are to get any benefit from that currency the 
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benefit must come ‘through two channels which the country bank 
could use in getting the needed funds, even if the currency had no 
expansibility, namely, (1) calling in its balances kept with banks 
more centrally situated, and (2) borrowing from such central banks. 
In other words, the new power of issue will help out in the crop- 
moving period merely because it will put the reserve banks in a 
better position to respond to the call of the country banks for the 
return of their own balances and for advances on discounted paper. 
Judged from this point of view only, the elasticity provided by 
the new law is doubtless adequate. If the reserve banks have not 
kept themselves in a position to meet the calls of their country 
members from money aiready in possession, they will surely be 
able to put themselves into such a position by expanding their issue 
of notes. In one sense, then, the new issue has adequate expan- 
sibility for ordinary needs. There still perhaps remains a doubt 
whether effective elasticity is after all assured, for it is not clear that 
the country bank which needs money for crop-moving purposes 
will have the wherewithal to get advances from the reserve bank— 
that is, that it will have paper of the proper kind and in sufficient 
amount for rediscount. However, it seems probable that the act as 
finally passed has met this need by providing that agricultural 
paper shall be admitted on rather more liberal terms than paper 
arising out of ordinary commercial or manufacturing business. 
If this be so, it would seem that the provisions of the new law for 
securing one phase of seasonal elasticity—expansibility—are fairly 
adequate. 

Passing, now, to the other side of elasticity—i.e., contractility— 
can we say as much? Will the new issues promptly retire when 
their special task is over? Prima facie, the verdict here is less 
favorable than in the previous case. In general, there are two 
principal processes by which a note circulation may be contracted: 
(1) driving the notes out of circulation, and (2) drawing them out. 
In so far as the former process is depended upon, means are devised 
to make sure that the notes shall persistently return to the issuer 
even against his will—they shall have good homing power. By 
the second process, it is made to the advantage of the issuer of the 
notes to hasten their withdrawal himself. 
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As respects insuring contractility by the former of these pro- 
cesses, the act certainly cannot claim to promise high efficiency. 
The driving-out process requires roughly the fulfilment of two con- 
ditions: (1) keeping the channels for the return of notes to the 
issuer fairly open, and (2) supplying outsiders with a motive for 
sending the notes home. As regards the former of these condi- 
tions, the new system probably is all right. The return of the 
notes to the issuer seems not to be impeded by the inconvenience 
or expensiveness of the process. All member banks and all reserve 
banks must receive these notes; and the reserve banks will probably 
have branches within easy reach of any part of the district. Hence, 
any holder desiring to get notes back to the issuing bank will find 
the process easy and the way open. But good homing power 
requires more than this. It requires, namely, that adequate 
motives be supplied to people generally, or, at least, to banks gen- 
erally, for seeing that the notes get back. It is not enough that the 
track be smooth; people must desire to use it. Now, earlier plans 
for securing elasticity relied on two principa! motives for inducing 
holders to send notes back to the issuer: (1) the desire of such 
holders to make room for their own notes, and (2) their desire to 
exchange money which has various limitations imposed upon it 
for money which is free from those limitations. It is plain that the 
new system makes only a limited use of the former of these meth- 
ods of procedure. Within the district for which any particular 
reserve bank is the central bank, this particular force will be 
practically inoperative; for the power to issue notes on the basis 
of common assets is not given to any but the reserve banks, and the 
profitableness of the power to issue the old type of note has always 
proved too low to induce banks generally to take much trouble to 
get their own notes into circulation. As between the reserve banks 
of the different districts, however, this particular motive will, of 
course, be more or less in evidence, since these reserve banks will 
all be competitors for this opportunity. But even here the motive 
in question will not play a large part, since more effective means 
for insuring the return of the notes from outside reserve banks are 
provided in other parts of the law. 








ELASTICITY OF NOTE ISSUE UNDER NEW LAW 457 


As regards the second motive for returning idle notes—that is, 
the desire to exchange a money subject to various limitations or 
disabilities for one not subject to those limitations—the new act 
does somewhat better than it does in respect to the first motive. 
It is, indeed, true that, within their own district, no special dis- 
ability, like being forbidden to be paid out by other banks, is put 
on the new notes. But they are always subject to the disability 
of not being legal reserve money in the case of federal banks; and 
hence such banks will be more or less disposed to return the notes 
issued by their own reserve banks, in order to exchange them for 
reserve money. It may be doubted, however, whether in ordi- 
nary times this will prove a very potent force, since country banks 
will usually keep reserves considerably in excess of legal require- 
ments, and so will not need to discriminate nicely between the 
two sorts of money. As between different districts, the case for 
the homing power of the new notes is rather stronger, since reserve 
banks are prohibited from paying out the notes of other reserve 
banks under penalty of a 10 per cent tax. Even here, however, 
the provisions are none too adequate. While the notes of a par- 
ticular reserve bank must not be paid out by the reserve banks 
of other districts, there is no prohibition against their being paid 
out by the member banks of other districts; and it is doubtful 
whether there is sufficient motive to induce said member banks of 
other districts to send in these notes to their own reserve banks and 
so start them on their homeward journey. The desire to exchange 
money which cannot be used as reserve for that which can be 
would have some force; but, under many circumstances, it would 
probably prove rather inadequate. 

Another disability which contributes to the homing power of a 
bank note, and which is actually used in the case of our old note, is 
not used with this new note—I mean, the fact that they are not 
receivable for customs dues. The decision to omit this provision 
was perhaps wise; but it throws out a potent motive for sending 
notes home, and thus throws away an opportunity to make better 
provision for their contractility. On the whole, then, it must be 
acknowledged that, in so far as homing power is dependent on 
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giving to outsiders strong and persistent motives for sending notes 
home, the new law is not altogether satisfactory. 

We have seen that there is very little in the new system to secure 
that the notes shall have good homing power—shall get home by 
what we have called the driving-in process. Is the system better 
off as respects the drawing-in process? Are matters so arranged 
that the issuing bank will have the power and the desire to with- 
draw its notes—or at least contract the currency proportionately— 
when the need for the notes has fallen off? As respects the first 
part—making sure that the issuing bank shall have the power to 
retire its notes, or at any rate to effect a corresponding contraction 
of the currency—the new system is practically perfect, as indeed 
was the old one. That is, any reserve bank desiring to contract 
its note obligations may at its discretion deposit with the federal 
reserve agent reserve notes, gold, or lawful money. Obviously, 
this, if not strictly a contraction of its note circulation, at least 
brings about the desired contraction of the general circulation. 

When, however, we consider the provisions of the new law for 
insuring that reserve banks shall desire to contract their circula- 
tion when the special need has passed, we find that the law does 
not promise quite so well. The favorite device for accomplishing 
this result has been, of course, a tax on issues, similar to the 5 per 
cent tax of the German system. Apparently, the new law provides 
for something equivalent to this in the shape of an interest charge 
by the Federal Reserve Board, the rate to be fixed by said board. 
How far this device will prove effective in practice it is not safe to 
predict. In order that it should induce the banks to contract their 
circulation, circumstances must have arisen under which the 
issuing bank would be earning on its outstanding notes a profit 
smaller than the tax itself. Now, it does not seem certain that an 
excessive issue of notes would necessarily bring about this condi- 
tion. In the first place, in the absence of good homing power, a 
volume of notes in excess of business needs would not necessarily 
cause an accumulation of those notes in the vaults of the bank 
issuing them. Secondly, so long as member banks are free to keep 
their balances in banking institutions other than their reserve 
banks, an excess of notes would not necessarily cause the general 
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cash holdings of reserve banks to be abnormally large. For, so 
long as the ordinary New York banks are permitted to pay interest 
on bankers’ balances, country banks will to a considerable extent 
keep their balances with these outside New York banks; and it 
seems not unlikely that the excessive monetary stock thus accumu- 
lating in New York City would, instead of getting into the hands 
of the New York reserve bank, largely remain in the hands of the 
outside banking institutions and be employed more or less as it 
has been in the past, that is, in financing doubtful enterprises and 
supporting excessive speculation. But if the reserve banks do not 
feel the pressure of excessive issues in the shape of accumulations 
of notes or some form of money in their own vaults, they may con- 
ceivably be able to invest advantageously all the funds in their 
possession, and, in that case, the rate of interest charged by the 
Federal Reserve Board will not furnish an adequate motive for the 
retirement of their issues. Doubtless, however, this may in some 
degree be answered by saying that even an excess which was felt 
only outside the reserve bank would, after all, compel the resegve 
bank to contract its issues, since it would lower the rate of, dis- 
count so greatly that reserve banks could not profitably invest their 
ordinary holdings, and consequently would wish to get rid of the 
interest charge. Perhaps this is true; but it would by no means 
insure the prompt and full contraction which most reformers have 
considered desirable. 

From the foregoing it would seem that one of the devices for 
inducing the reserve banks to contract their issues after the need 
for them had passed—that is, charging interest upon such issues— 
is not certain, at any rate, to prove adequate; it will not surely 
eliminate the winter plethora in New York City which is supposed 
to stimulate and support excessive stock speculation. But the 
new law contains another provision which may be viewed as a 
device for supplying the issuing banks with a motive for contract- 
ing their issues, namely, the requirement that such banks shall keep 
a gold reserve equal to 4o per cent of their issues. Is this likely 
to prove effective? Probably not. Whatever might be true in 
panicky times, it seems certain that in an ordinary year the gold 
holdings of a reserve bank will be much above 40 per cent of its 
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note issue. If this be true, the maintenance of this 40 per cent 
could become difficult only when the excess of money was so great 
as to cause a dangerous exportation of gold from the country, and 
this surely would show a very inadequate degree of contractility. 
In short, the new law does not insure that issuing banks shall be 
sufficiently disposed to draw in their notes any more than it 
insures that outsiders will drive them in. . It would seem, then, 
that the new law does not promise to give to the note issue 
the degree of contractility which has hitherto been considered 
desirable. In other words, there is some point in the fear expressed 
by many bankers that the new law will result in note inflation—at 
least in so far as the avoiding of this danger is dependent on the 
contractility of the note issue. Very likely, however, the possi- 
bility of such inflation is sufficiently guarded against by other pro- 
visions of the law. 

We have discussed the adequacy of the new note issue in respect 
to seasonal or ordinary elasticity. We pass on now to consider its 
adequacy in respect to emergency elasticity—the elasticity which 
enables a currency to adjust itself to those extraordinary fluctua- 
tions in need which mark a banking panic and the depression that 
follows. Broadly speaking, it is pretty certain that at this point 
the new law will get a more favorable verdict than in the previous 
case. As pointed out in an earlier connection, the banking panic, 
when fully developed, gives rise to three difficulties and so to three 
needs: (1) funds to relieve the antecedent stringency which threat- 
ens a complete collapse of the credit structure; (2) a circulating 
medium for ordinary trade when a general suspension of payment 
by the banks has brought on a money famine; and (3) a prompt 
and thoroughgoing contraction of the circulation in the depression 
which follows the panic. Now, there surely can be no doubt that, 
under the new law, the availability of an issue sufficient in volume 
instantly to relieve the antecedent stringency, and so to put a stop 
to a panic before it had developed serious dimensions, is assured. 
In fact, it is not at all improbable that, under the new system, the 
reserve banks will be able to check the development of such a panic 
at the very outset without increasing at all their note issues. But, 
if this does not prove true—if it turns out that more currency is 
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needed for this purpose—there would seem to be no shadow of 
doubt that the new system will insure the forthcoming of such cur- 
rency both of a quality and in a quantity which will be fully ade- 
quate to the task put upon it. (1) The notes to be issued, being 
obligations of the federal Treasury, will be as acceptable as gold 
even on the eve of a panic. (2) There is no limit to the absolute 
amount of these notes. (3) The practical limit set by the require- 
ment that discounted paper shall be furnished as a basis for their 
issue is of no real significance, since such paper will undoubtedly be 
vastly greater in volume than any need which could arise. Accord- 
ingly, there can be no doubt that the new system provides all the 
expansibility needed to abort, or reduce to comparative harmless- 
ness, any panic which might arise. 

A word now with respect to the second need which an emer- 
gency circulation is supposed to meet, that is, an ordinary circu- 
lating medium for trade when banks have by common consent 
suspended payment. In the first place, if we are right in supposing 
that the new law will surely prevent any panic from reaching such 
a degree of intensity, it is obvious that we shall not have occasion 
to meet the particular difficulty here under consideration—that 
our note issue will not be called on to display this particular sort 
of elasticity. If, however, it be supposed that the foregoing pre- 
diction does not turn out to be correct—if experience proves that 
panics can still go so far as to cause banks generally to suspend 
payments, to hold on to every form of reasonably solid money, 
and to try to satisfy the public with substitutes—our verdict for the 
new currency would necessarily be less favorable. We should have 
to admit that the new law does little or nothing to relieve such a 
situation. Broadly speaking, the new money will be altogether 
too good to meet this particular need. Banks that had reached a 
stage of panic sufficiently intense to cause them to suspend pay- 
ment—to hoard the ordinary forms of money—would be sure to 
hoard money as good as those notes are bound to be. That is, the 
new issue would immediately pass into hoards, as did the green- 
backs which the Secretary of the Treasury reissued during the 
panic of 1873, and, therefore, would bring little if any relief to 
the currency famine which had developed. In fact, it is almost 
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impossible to conceive any form of note fitted for this particular task 
except one which was so bad that there was no danger of its being 
hoarded. That is, the only proper way to meet this particular 
need of a severe panic is to make sure that it does not arise at all; 
and, in this respect, the new law promises well. 

We come, finally, to the third need which emergency elasticity 
is supposed to meet, that is, a prompt and great contraction of the 
circulation when the panic has passed and the inevitable business 
depression consequent upon such a panic has set in. Here, again, 
though not in the same degree as in the last case, if the new law 
proves as successful as many conservative students expect, the 
need in question will be little, if at all, experienced. We shall 
usually escape the extreme business inflation of the antepanic 
period; the panic itself will be much abated, if not completely 
eliminated; and, in consequence, the trade reaction which natu- 
rally follows a panic will be much diminished in intensity. If this 
turns out to be true, the circulation will never again show such an 
extraordinary glut as characterized the winter of 1893-94. Never- 
theless, it can hardly be doubted that, after even an incipient panic, 
there will be some reaction, and consequently a more or less pleth- 
oric condition of the currency will follow. Will the new issue 
have sufficient contractility to meet this need? Earlier in this 
paper we have seen that the conditions attached to the new issue 
are in general not favorable to contractility, in that they do not 
provide for either the prompt driving home or the prompt drawing 
home of the notes when the necessity for their issue is past. Out- 
siders lack adequate motives for sending the notes home; issuers 
lack adequate motives for calling them home. The case for emer- 
gency contractility, however, is somewhat better than the case for 
ordinary contractility. First, it is probable that the homing power 
of the note will prove greater at such a time than in an ordinary 
year, for, at such a time, outside banks will not be able to find 
investments for their funds, since speculative trading will dis- 
appear altogether and business generally will be at a very low ebb. 
Again, it seems certain that the issuing bank will, in this case, have 
more than the usual motive for bringing about a contraction of the 
circulation. The chief reason why such a bank may not be eager 
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in ordinary times to hasten the retirement of its notes is the fact 
that, provided the notes do not accumulate in its own vaults, such 
a bank will gain more by using the funds in its possession to make 
loans than it would by using them to retire notes, assuming that 
the interest charge made by the Federal Reserve Board is not 
placed excessively high. But it is practically certain that, in the 
depression which follows a panic, no reserve bank will have oppor- 
tunities for keeping all of its funds busy; and since, in that case, 
the interest charge, however small, will be a dead loss, the bank will 
have adequate motive for effecting, as promptly as possible, an 
adequate contraction of its note liabilities. This motive would be 
still further strengthened should the glut prove sufficient to cause 
a decided drain of gold, since, in that case, the reserve banks will 
find difficulty in maintaining the required 40 per cent reserve. On 
the whole, then, we seem warranted in affirming that, as respects 
emergency elasticity, the new notes will give no serious disappoint- 
ment. 

Finally, as respects elasticity in general, though the note issue, 
viewed by itself, does not seem quite fitted to satisfy the tests 
which an old-fashioned advocate of elasticity is inclined to impose 
upon it, yet, when we take the new law as a whole, it seems not 
unreasonable to affirm that it promises to accomplish, directly or 
indirectly, most of the ends which we had hoped to attain through 
elasticity and hence promises to give us a system which in essentials 


is truly and adequately elastic. 
F. M. TaYLor 
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TRADE UNIONISM IN THE UNITED STATES 


THE ESSENCE OF UNIONISM AND THE INTERPRETATION OF 
UNION TYPES 

In the preceding paper, on the general character and types of 
trade unionism,’ two leading propositions were advanced as work- 
ing hypotheses for the interpretation of the facts: first, that union- 
ism is not a unified, consistent entity; secondly, that what is called 
unionism is in reality the manifold expression of a series of distinct 
and essentially contradictory types and varieties. Such types and 
varieties were distinguished tentatively with respect to both struc- 
ture and function, and the leading representatives in each division 
were briefly characterized as they appear to exist in the United 
States today. Thus, structurally, the union complex was analyzed 
into six main forms of organization, each represented by a series of 
territorial and sometimes industrial units; viz., the craft union, the 
trades union, the compound craft union, the quasi-industrial union, 
the industrial union, and the labor union. Functionally, the 
attempt was made to distinguish four main types and four sub- 
ordinate varieties; viz., business unionism, uplift unionism, revolu- 
tionary unionism, and predatory unionism as types;? socialistic and 
quasi-anarchistic unionism as varieties of the revolutionary type, 
hold-up and guerrilla unionism as variants of the predatory type. 

This discussion of the general character and types of unionism 
was professedly tentative and suggestive. At its close the writer 
admitted that strong objections might apparently be urged against 
the hypotheses advanced. Therefore, in view of their supreme 
importance in connection with the whole interpretation of unionism, 
our judgments of it, and any practical proposals with regard to it, 
the promise was made to subject their validity at once to the induct- 
ive or historical test. Specifically stated, this requires us, if our 
hypotheses are to be maintained, to prove by reference to undis- 
puted facts, past and present, that these union types do exist as 


* Journal of Political Economy, XXII, 201 (March, 1914). 
2 A possible fifth type was also suggested, viz., dependent unionism. 
464 
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described, and that their nature and relationships are such as to 
allow of no escape from the conclusion that unionism is essentially 
a series of independent group manifestations which from the prac- 
tical standpoint cannot be interpreted, evaluated, and judged as a 
simple consistent whole or as a succession of more or less accidental 
and temporary variations from a single normal type. 

At first blush the process of proof here required appears to be 
very simple. It would seem necessary merely to furnish undis- 
puted evidence of the existence, past and present, of unions or 
union groups possessing the characteristics of these assumed types. 
A moment’s thought, however, makes it clear that something other 
than this is required to prove that unionism is in reality non- 
unitary in character. For it is evident that the mere successive 
existence of such variations in the past might in itself indicate only 
adaptations of one and the same unionism to a changing environ- 
ment, while their present existence alone might be evidence either 
of survivals of past adaptations destined shortly to disappear or 
of merely temporary aberrations from the normal. In either case, 
if nothing more were adduced it would be possible still to regard 
unionism as a single definite entity, since successive adaptations of 
a species to alterations in environment do not necessarily destroy 
its identity, nor do concurrent variations, unless these become per- 
manently established as conflicting or rival forms. 

What, then, are the real tests or criteria of distinct union types, 
and what is the process of proof necessary to establish their exist- 
ence? It is evident that to answer this question with assurance, 
and therefore to remove all doubt in regard to the mode of procedure 
here demanded, a more thorough understanding is required of the 
nature and interdependence of these union variants which we have 
described. This involves a positive interpretation of unionism in 
terms of its general functional and structural character and relation- 
ships. Let us then attempt to indicate clearly the essential quality 
and conditions of existence of this combination of function and 
structure called unionism. 


Students in general have approached unionism on the structural 
side, and have treated it as though the union were essentially an 
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organic unit with certain functional attributes; and hitherto we 
have spoken of the functional and structural forms as though they 
were independent and co-ordinate expressions of unionism. Both 
of these attitudes are untenable. From the standpoint of motives 
and ends, as well as from that of its character and significance as a 
social problem, the real unionism—its primary and essential 
expression—is functional. The structural form is altogether 
secondary and dependent. This will be made evident by a brief 
analysis of the motives which actuate prospective unionists and the 
manner and purposes for which the union is brought into being. 

What concerns men primarily in their social relationships as 
ends to be striven for is not forms of organization but standards 
of living—using this phrase to cover not merely the narrow economic 
aspect of life but social standards generally, including moral and 
judicial as well as material conditions, rights, and privileges. As 
social beings we are all concerned primarily with the problem of 
living as presented by these conditions and standards; and our 
attention is focused on the solution of this problem in terms of our 
particular needs and the peculiar circumstances which we have to 
face and overcome. In our efforts to comprehend and solve this 
problem each of us develops more or less completely and syste- 
matically an interpretation of life—an explanation of things as they 
are in terms of the conditions and relationships of which we are 
conscious and the forces which determine these. And along with 
this interpretation there tends to grow up in the mind of each some 
plan or scheme for the modification or complete alteration of the 
situation in the furtherance of his special ideals or interests. 

The wage-worker is no exception in respect to all this. His 
hopes and fears center primarily about such matters as employ- 
ment, wages and hours, conditions of work, modes of remuneration 
—in short, the most vital concerns which immediately touch his 
present and future well-being—and the economic, ethical, and juridi- 
cal conditions, standards, and forces that practically determine 
these matters; and his mind focuses on the problem of living as 
presented in these terms. In his attempt to comprehend and solve 
this problem he also develops some sort of social viewpoint—an 
interpretation of the social situation as viewed from the stand- 
point of his peculiar experiences and needs—and a set of beliefs 
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concerning what should and can be done to better the situation, 
especially as it bears upon the conditions of living which he faces." 

The scope and character of this viewpoint and the mode of its 
development in the mind of the worker varies with the individual. 
If he is by nature and training thoughtful and independent, he may 
work out his own conclusions, subject of course to the unconscious 
influence of the general body of opinion about him, and his inter- 
pretation and solution may cover the widest range, including not 
only the immediate economic conditions and relationships which 
confront him, but the ethical and legal foundations upon which 
these rest. One indeed frequently encounters workmen who have 
thus possessed themselves of a complete and often esoteric social 
philosophy. 

If, on the other hand, the individual worker is intellectually 
untrained and sluggish, his view is likely to be relatively narrow, 
concerned mainly with his own immediate conditions and relation- 
ships, and taken over bodily from the current opinion of his asso- 
ciates. In such cases he is likely to reflect merely the opinions of 
some stronger or more expansive personality who has constituted 
himself a leader. But whatever its range or quality, and however 
it may have been acquired, each worker possesses and is guided by 
some sort of social philosophy rooted in his peculiar temperament 
and in his immediate experiences and relationships. 

It is evident that under these circumstances workers similarly 
situated economically and socially, closely associated and not too 
divergent in temperament and training, will tend to develop a 

? The statement in the text does not of course attempt to carry the analysis back 
to its ultimate basis. To quote a comment by Professor George H. Mead: ‘This 
process is fundamentally a process of the coming to a new self-consciousness on the 
part of the laborer in the changing industrial conditions in which he finds himself. 
It is a great mistake to identify this fundamental impulse with the occasions which give 
it expression. The individual laborer can become conscious of himself only in so far 
as he realizes himself in the common attitude of the group over against the employing 
class or another group of workers, and the whole history of the development of society 
has shown that this negative attitude must precede any consciousness of common 
interests which bind this group to others in society. The trade union is then one step 
in the process of socializing the laborers brought about under the modern process of 
industry, and goes through the same stages through which the community itself has 


passed in advancing from hostile groups into a conscious organization of diverse but 
interacting elements of society.” 
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common interpretation of the social situation and a common solu- 
tion of the problem of living. This may come about gradually and 
spontaneously, or it may be the apparently sudden outcome of some 
crisis in the lives of the men concerned. It may, for example, 
result immediately from some alteration for the worse in the condi- 
tions of living, or an interference with what are considered estab- 
lished rights and modes of action, of which cases in point would be 
wholesale discharges from employment or the discharge of favorite 
individuals, a lowering of the wage rate, the requirement of more 
onerous or more dangerous conditions of work, a sudden rise in the 
prices of necessities, some police action or legal decision which 
touches the workers on the raw with respect to modes of action or 
their assumed dignity and rights as men. Or this crystallization of 
sentiment may come about as the result of the appearance from 
without or the rise from within the group of a purposeful agitator 
and leader—a man whose personality or position commands atten- 
tion, who is capable of putting into general form the discontents of 
the individuals and offering a positive solution of their difficulties. 
But whatever the immediate cause, the result is the same. A social 
group is thus constituted, marked off by a more or less unified and 
well-developed but effective viewpoint or group psychology. 

As soon as this state of affairs has been reached group action is 
a natural consequence. Those whose interpretations of the situa- 
tion and solutions of the problem are sufficiently alike to make 
co-operation apparently possible, spontaneously or under purpose- 
ful leadership band themselves together for common effort and 
mutual assistance. They come together thus, not primarily to 
establish and vindicate a form of organization—the organization is 
merely means to end—but to establish and maintain certain con- 
ditions of living—to put through a remedial program based on their 
common interpretation of the social situation viewed from the 
standpoint of their immediate conditions and needs. 

Thus the union comes into existence. It goes back in its genesis 
ultimately to the common needs and problems of the wage-workers; 

? Unionism then is not a thing which exists only among wage-workers. In its 
broadest sense it may be as pervasive as social grouping. It may exist wherever in 


society there is a group of men with consciousness of common needs and interests apart 
from the rest of society. What distinguishes érade unionism from other forms is that 
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it arises immediately out of the consciousness of the common or 
group character of those needs and problems; it exists for common 
action looking to the betterment of the living-conditions; it appears 
primarily as a group interpretation of the social situation in which 
the workers find themselves, and a remedial program in the form 
of aims, policies, and methods; the organization and the specific 
form or structure which it takes are merely the instruments which 
the group adopts for propagating its viewpoint and putting its pro- 
gram into effect. In short, looking at it from the standpoint of 
motives and ends, as well as from that of its character as a social 
problem, the heart and core of the thing—its essential aspect or 
expression—is functional. Its structural or organic expression is 
secondary and dependent." 


it expresses the viewpoint and interpretation of groups of wage-workers. Asa matter 
of fact we have no lack of unions of employers, unions of merchants, unions of farmers, 
and unions of professional men. The curious thing is that men who themselves are 
members of one sort of union, in so many cases cannot be made to believe that unions 
of another sort are anything but unnatural and vicious products. 

In practice and specifically, the genesis of unions is of course a matter of much 
variation, and the actual order of events is not always as stated in the text. Spas- 
modic action often precedes organization, and organization frequently antedates any 
general or rationalized formulation of viewpoint, interpretation, and program. Fre- 
quently blind and spasmodic revolt against some particular grievance or condition is 
the first objective step in the formation of a union. This revolt may be brought about 
by the personal influence of one or a few men, and the crowd may act more as the 
result of imitation or emotion than from clear consciousness of a common viewpoint 
and problem; after which a paid organizer appears and attempts to teach the workers 
or a select number the union viewpoint and program, and to effect a permanent organi- 
zation. But even in such cases some consciousness of common needs and problems 
has preceded action and organization, and unless the conditions are present for the 
development of a common viewpoint, interpretation, and program, and, further, 
unless the organization is adapted to make these effective, it will not work. Unless 
these elements are present some organization may indeed be created, but it will soon 
disintegrate. This accounts, indeed, for the great proportion of unions that prove 
altogether ephemeral. They are based on the temporary existence of special and 
exceptional circumstances, or are the work of one or two men whose special influence 
has for the time created the semblance of a group psychology among a body of men 
incapable of continuous common thought and action. Under these circumstances, as 
soon as the special exigency is past, or the special leadership withdrawn, the group is 
bound to break up. In other words, the native consciousness in the group member- 
ship of actually existing common needs and problems is primal. Without it and 
without adaptation to it no organization can long exist and function. In the most 
vital sense, then, the statement in the text represents the true genesis of the union 
and the true relation of its functional and structural expressions. 
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If, then, functional and structural types of trade unionism exist, 
we have here the most definite indications of what must be their 
nature and relationships. Assuming their existence, the functional 
type is simply a specific case of group psychology. It is a social 
interpretation and remedial program held by a group of wage- 
workers. Obviously there may be as many of these functional 
types as there are groups of workers with vitally different social 
viewpoints and plans of action. The structural type, on the other 
hand, is simply one of the organic methods by means of which the 
functional types seek to maintain discipline among their members 
and to put into effect their programs of action. Evidently there 
may be as many structural types as there are distinct organic modes 
of combination effective for these purposes. The functional type 
is unionism of a certain species. The structural type is cne organic 
form in which it may clothe istelf. In other words, the structural 
type is related to the functional type somewhat as government is 
related to the nation. It is altogether a subordinate and dependent 
manifestation. 

But do such types exist? So far as concerns structural types, 
this has been generally conceded. What can we say, then, in regard 
to the functional aspect of the case? Let us carry the analysis a 
step farther. It is evident that, once the viewpoint stated above 
is comprehended and accepted, we should look for distinct and con- 
flicting varieties of unionism, functionally speaking. We should 
expect these to appear wherever and whenever there exist groups 
of workers with well-defined and conflicting social viewpoints. 
Moreover, we should expect to find them existing not only in suc- 
cession but concurrently, and not only in different industries but 
among the workers in the same industry and even in the same 
craft. For as soon as we concede that the union is in essence an 
expression of group psychology we realize that it will get its specific 
character not merely from environmental conditions but from these 
in conjunction with the temperamental characteristics of the 
workers concerned, and that consequently union variants are likely 
to appear with a variation in either of these factors. In short, we 
should expect to find concurrent functional variation and conflict 
to be among the chief features of contemporary unionism in a 
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country like our own, with its diversity of environmental conditions 
and its richness of racial and temperamental contrasts. 

And the facts amply confirm the deduction: not only does the 
student of American unionism encounter different union groups in 
different industries with widely varying viewpoints and interpreta- 
tions, but different unions with varying aims, policies, and methods 
contending for the domination of the same industry. And nothing 
is more characteristic of the situation than the descent of this form 
of conflict into the particular union where rival groups or factions 
struggle for the control of the organization in the interests of con- 
flicting interpretations and programs. The bitterness of these con- 
tests and their continuance over long periods and under different 
sets of leaders leaves no doubt that they spring, in part at least, 
from the existence of irreconcilable viewpoints." 

Conflicting functional variants then certainly do exist in the 
union complex. But are these variants union types in the sense 


t As illustrations of the statement in the text the following specific cases of union 
conflict based mainly on differences of viewpoint and program may be cited: In the 
eighties and early nineties the American Federation of Labor, claiming to represent 
in general what we have called business unionism, was engaged in a struggle for su- 
premacy with the Knights of Labor, the assumed proponent of idealistic uplift union- 
ism, and since 1905 the American Federation has had to encounter the bitter opposition 
of the quasi-anarchistic Industrial Workers of the World. During the most of this 
time the control of the Federation has been more or less seriously threatened by the 
socialistic unionists working within the organization. The I.W.W. has been in a chronic 
state of internal conflict since its establishment in 1905. In 1908 it split into two 
irreconcilable factions resulting in the formation of a socialistic I.W.W. (the Detroit 
I.W.W.) which has since maintained a separate existence. At the present moment 
the older organization is in most serious straits due to internal dissensions. Serious 
contests over general policy are not infrequent in state and city central units of the 
American Federation of Labor. A notable example is the case of the Chicago Federa- 
tion of Labor, the control of which some years since was threatened by the violent 
efforts and the drastic measures of a predatory group ruled by “Skinny Madden,” 
and which has been almost constantly harassed by the efforts of the socialistic 
unionists to force upon it their viewpoint and policies. Contests within national 
and local unions between rival factions representing conflicting union varieties find 
well-known recent examples in the cases of the United Mine Workers, the Electrical 
Workers, the Association of Machinists, the Painters, Decorators, and Paperhangers, 
the Bakery and Confectionery Workers, the Carpenters and Joiners—to name only a 
few of many. Contests between national unions for control of the trade or industry 
find current examples in the struggle between the Brotherhood of Railroad Trainmen 
and the Switchmen’s Union of North America, and between the two unions in the boot- 
and shoemaking industry. 
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that they preclude the assumption of a single consistent unionism 
at bottom? This is the question for practical proof. In order to 
clear the ground for direct consideration of this question, one 
more point in the general interpretation of unionism demands 
consideration. 

If the validity of the preceding analysis be conceded, it is evi- 
dent that the orthodox causal and historical interpretation of union- 
ism must be abandoned or thoroughly revised. It has been the 
habit of students to look upon trade unionism as fundamentally 
an economic manifestation and to interpret it almost exclusively, 
or at least primarily, in terms of industrial or economic factors. 
Thus one school would explain unionism in terms of the develop- 
ment of the process of production in its narrow sense, making of it 
a succession of organic adaptations to the conditions and needs of 
the workers produced immediately by the successive types or units 
of capitalistic enterprise, e.g., the small craft unit, the industrial 
unit, and the enlarged industrial unit or trust. Unionism thus 
appears ultimately as the organic corollary of the form of the tool 
or machine. Another school insists that unionism is to be explained 
primarily in terms of the development of markets and the character 
and scope of market competition, endeavoring to show that the 
different forms of unionism correspond naturally to the conditions 
existing in conjunction with the customs market, the retail com- 
petitive market, and the wholesale market. Here transportation 
is perhaps the most potent underlying determinant. It is not 
denied that other factors have a formative influence, especially, 
for example, the presence or absence of free land, the political ideals 
and situation, and the state of public education. But these factors 
are looked upon as modifiers. Environment is practically the sole, 
and economic environment the chief, formative force, and unionism 
is again regarded as a series of successive adaptations of one and the 
same thing to the changing environmental conditions. 

These attempts at explanation simply or mainly in industrial 
or economic terms result largely from the habit of regarding union- 
ism primarily as an organic phenomenon and thus centering the 
attention on structural forms and changes, and are the chief cause 
for failure to recognize the possible non-unitary character of union- 
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ism. For as soon as we discard the older mode of approach and 
jook at unionism as primarily functional in character, the appear- 
ance of orderly succession vanishes, and the simple modes of inter- 
pretation described above are seen to be altogether inadequate 
to account for the facts. We have then to explain chiefly the 
existence of contradictory group interpretations and programs 
which succeed each other apparently in no order accountable for 
by changes in the economic situation, and which appear, as we have 
pointed out, not only consecutively in conjunction with different 
systems of production and marketing, but concurrently, and not 
merely in the same general industrial and social milieu, but among 
workers in the same trade and even in the same union. 

Evidently functional variations thus existing and persisting can- 
not be explained in economic or even in environmental terms alone. 
They can be accounted for only on the supposition that primary 
forces besides the industrial and environmentalare vitally responsible 
for their genesis and being. In short, an interpretation of unionism, 
not in monistic, but in dualistic or pluralistic terms is required. 

What then conceivably are these relatively permanent, non- 
industrial factors which enter into the determination of the primary 
or functional character of unionism? Since these diverse view- 
points and interpretations which make up unionism are obviously 
specific cases of group or social psychology, we have merely to 
inquire what are the determining factors of the psychology of social 
groups. This query the social psychologist stands ready to answer 
with considerable assurance. He assures us that one of these 
factors is environment—not economic environment merely, but 
political, social, and traditional as well, in the sense of the whole 
body of transmitted sentiments, ideas, and precepts—moral, reli- 
gious, and customary. But he assures us also that over against 
environment as thus broadly interpreted is another factor, perhaps 
equally potent and certainly more permanent. This is the sub- 
jective factor. It includes temperament and aptitudes, both 
personal and racial, which show themselves as between different 
races and individuals in relatively permanent and conflicting 
feelings, ideals, and attitudes. It is these temperamental differ- 
ences plus environmental influences that at any moment cause 





474 JOURNAL OF POLITICAL ECONOMY 


individuals to differ in respect to what is good and bad, right and 
wrong, just and unjust; which mold and color their social interpre- 
tations, and thus, through the primal forces of association, bring 
about psychological groups with diverse and conflicting viewpoints 
and programs of action." We may then reasonably conclude that 
the existence of concurrent and conflicting functional variants is to 
be explained as the outcome of different combinations of all these 
relatively permanent forces that affect the psychology of group 
membership, both environmental and subjective or temperamental, 
and since the functional aspect of unionism is its primary and 
essential expression it also is to be explained causally and historically 
in the same terms.” 


With this general interpretation of unionism in hand we are 
now in a position to comprehend the nature of the problem involved 
in the assumption that unionism is at bottom non-unitary, and to 
state clearly and specifically the character and methods of proof 
which are required to validate this assumption. The problem is 
one which evidently concerns primarily the existence and character 
of functional union types. We shall therefore consider this aspect 
of the matter first, postponing for the present the discussion of 
structural types and their relation to the main issue. 

We have seen that functional union variants do exist. What 
then must be proved with respect to them in order to establish the 
main contention? It would follow from all that has been said that 
the real tests of the validity of these variants as types are concur- 
rent existence as rival forms of unionism and relative permanence or 
stability as such. Only in so far as they stand these tests can we 
be sure that they are more than successive adaptations of one and 
the same unionism to changing environment, or more than tem- 
porary and accidental variations from a single union norm; and 

t See C. H. Cooley, Social Organization; W.G. Sumner, Folkways; W. 1. Thomas, 
“Race Psychology,” American Journal of Sociology, XVII, 725-75; G. Tarde, The 
Laws of Imitation. 

2 This insistence on a dualistic interpretation of unionism is not necessarily out 
of harmony with a belief in philosophical monism or even with adherence to the 
“economic interpretation of history.” It implies nothing in regard to the ultimate 
determinants of racial and temperamental differences. It takes them simply as fixed 
data for the present and recent situation. 
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only in so far can we assert that unionism is not after all an essen- 
tially consistent though developing whole. 

But the question at once arises: Just what is implied specifi- 
cally in the terms “rival forms or expressions” and “relative per- 
manence or stability”? In order to constitute a type must there 
be a perfectly defined and completely isolated union variant, 
exactly objectified in a formal organization which has existed from 
the initial genesis of unionism, or will less rigid requirements suffice ? 

Certainly it must be shown that these functional variants exist 
at the same time among the wage-workers as consciously formulated 
and essentially conflicting social interpretations with special regard 
to the needs and problems of the workers and the best methods of 
arriving at their solution; and that these conflicting interpretations, 
once established, persist and, so far as we can see, do not tend to 
revert or to develop into some one of the interpretations or into a 
single common interpretation. 

On the other hand, at least three apparent qualifications of these 
conditions are possible without destroying the practical reality and 
significance of distinct functional types. In the first place, no 
specific degree of scope and generality with respect to the group 
interpretation and program is essential. These may be exceedingly 
narrow, concerned merely with the immediate economic conditions, 
relationships, and standards of living of the workers involved; that 
is, they may comprehend simply a set of more or less co-ordinated 
assumptions in regard to the rights of the men with respect to 
wages, hours, and conditions of employment, the mode of determin- 
ing these, and the methods to be used in securing reasonable terms 
with the employer and enforcing them. Or the group interpreta- 
tion may constitute a complete, definite, and rationalized social 
philosophy, and the program may cover the whole field of economic, 
political, ethical, juridical, and social conditions and relationships 
of the workers. The only essential point is that the viewpoint and 
program, whatever their scope and character, shall command the 
adherence of the membership of the group so as to constitute an 
effective motive and guide to group action. If this condition is 
met the type exists. The interpretation may be what it will; the 
question is: Does it work as a unifying and dynamic group force ? 
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It is equally true, secondly and thirdly, that these functional 
types can exist and can in so far show the essential diversity and 
manifold character of unionism independent of any structural 
qualifications whatever and apart from the existence of actual 
union programs conforming exactly to them. For the functional 
type, it must not be forgotten, is a group viewpoint or interpreta- 
tion and, provided it exists, persists, and its adherents strive to 
secure for it practical effectiveness and the structural means appro- 
priate thereto, it is a union type, regardless of the structural form 
through which or with which it may be obliged to work, and regard- 
less of the ability of its advocates to secure its exclusive objectifica- 
tion in the programs of any particular organizations." It is not 
necessary, even, that different functional types should always find 
expression in different and conflicting union organizations. On the 
contrary, it is possible, and indeed it often happens, that the con- 
flict between the functional types goes on within one and the same 
union organization, taking the form of a struggle for control between 
two or more factions holding to vitally different social viewpoints 
and interpretations. As a matter of fact this internal conflict is a 
characteristic feature of unions, and at any moment there is almost 
always some factional compromise and some practical admixture 
of functional type programs. Official union programs, therefore, 
rarely exist perfectly true to type. This is one reason why the 
multiple-type character of unionism has been generally overlooked. 
But this admixture in practice no more negates the fact and sig- 
nificance of union types than does the practical absence of pure 
democracy, unmixed oligarchy, or absolute despotism negate the 
varied type and character of government, nor does the fact that most 
capitalistic incomes are mixed negate or destroy the significance of 
the truth that social income, aside from that which goes to wages, is 
divided into the essentially diverse income types—profits, interest, 

t A good illustration of this statement is furnished by the American Syndicalist 
League. No one prepared to admit the existence of functional types at all would deny 
a place among them to revolutionary Syndicalism. Yet it is not the primary aim of 
the Syndicalist League to form separate union organizations with correct Syndicalist 
programs, but gradually to transform American unionism by the process of spiritual 


penetration. It advises all Syndicalists to join the unions of their trade and to agitate 
within the organization. 
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and rent—and that actual distribution is to be so far interpreted 
in terms of these types and their fundamental determinants.’ 

If there is any doubt in regard to the aptness of these analogies, 
let us put the case in the worst possible light for our contention, and 
then deal with it on its own merits. We have from the first insisted 
that unionism is what it is, and must be interpreted as we find it. 
But if there is no exact correlation between functional and struc- 
tural types, and if actual union programs rarely occur type pure, 
how then can these functional types be the effective guides to union 
action or true clues to the interpretation of actual unionism? The 
answer is to be found in the pragmatic and dynamic character of 
unionism. It is not a made-to-order and finished product, but is 
in a constant state of flux and development. For the most part 
it changes, not by the process of creations de novo, but by the slow 
transformation of existing programs and structure. Unionism as 
it is, then, is not a set of fixed forms and programs, but is a develop- 
ing process, and it is just this process of change and transition that 
the student must chiefly consider if he is to understand and inter- 
pret the phenomenon. 

But what is the real nature of this process of change? No one 
who has made a careful study of unionism can doubt that it is a 
matter of practical adaptation to the existing relative strength or 
of continuous readjustment to the shifting of balance of power 
between contending groups and factions. New conditions arise, 
creating new problems which must be faced and solved. Each 

* Neither is the existence and significance of union types negated by the fact that 
in times of serious crises unionists and unions of one type are likely to rally temporarily 
to the support of those of another, nor by the further fact that within unions bodies 
of men are found who act now with one and now with another faction. The first case 
finds its analogy in war between nations, when for the time being partisans of all types 
of government unite against foreign aggression. The second case illustrates the force 
of personality and imitation in the determination of social grouping. In the unions 
there are a few men of strong personality and decided opinions. There are more of 
an imitative disposition who get their opinions from others. The former in their 
positive interpretations and programs represent and maintain the distinct and con- 
flicting union types. The latter are followers who sometimes shift in their allegiance 
from leader to leader and thus from type to type, with changes in associations and 
conditions. This fact does not negate the existence of the types, but throws light 
rather on the conditions which determine the outcome of contests between factions 
representing types. 
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group has its solution based on its own general viewpoint and 
interpretation. The actual resultant in terms of the union pro- 
gram and structure will reflect the relative power of the groups. 
Or new members are admitted, and, the personnel having changed, 
a new balance of power between factions is established. Soon this 
new balance will be reflected in the official policies, methods, atti- 
tudes, and perhaps structural features, of the union. Thus, while 
the types persist, the actual union program and methods change 
and develop. It is then evidently in terms of the interpretations 
and programs of these conflicting groups, i.e., in terms of the types 
and their causes, that we are to find the clues to the interpretation 
of unionism as it actually exists and is becoming. 

And just because unionists are in the main pragmatic in their 
outlook we should not expect, except rarely, to find actual union 
programs and union structures existing type pure. Nor should we 
ordinarily expect any definite correlation in practice between func- 
tional and structural types. Doubtless such a correlation naturally 
exists to a considerable extent, certain structural arrangements 
being naturally adapted to the carrying-out of certain group pro- 
grams. But ordinarily while there is hope of a gradual transforma- 
tion toward the desired type its adherents will remain in the union. 
It is only when one faction gives up hope of working its will from 
within that it will withdraw and set up a new organization, and it 
is only, therefore, under such circumstances that we ordinarily find 
an exact correspondence between the actual union programs and 
structures and the pure types. We may safely conclude, then, that 
the absence of exact correlation between structural and functional 
types in practice, and between the latter and actual union pro- 
grams, does not militate against the reality of distinct and per- 
sisting functional types and their practical significance. 

Turning now to the matter of structural types, it is evident that 
the problem before us assumes a very different and much less 
important aspect. Distinct structural types do exist, as is gener- 
ally admitted, but neither are they always rival forms nor is there 
always absence among them of developmental mutability. It does 
seem to be rather characteristic of the existence of these types that 
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their several advocates should be in actual conflict in the endeavor 
to displace one by another; but, on the other hand, they are often 
found in quite harmonious and supplemental relationship in the 
same organic group, each appearing to meet a different practical 
need. A well-recognized case in point is the existence and rela- 
tionship within the general organization of the American Federa- 
tion of Labor of craft and trades unions. Nor do these distinct 
structural types always appear to be quite independent in their 
genesis. This happens in some cases, but there seem to be clear 
cases of developmental transition. Thus the compound craft union 
is sometimes a transformation of the craft union by the simple 
process of combination, and the industrial union seems often to be 
the outcome of a simple enlargement of the elements in the com- 
pound craft union. 

If, then, structural types stood in the same relationship to our 
problem as functional types, and if, therefore, in order to establish 
the manifold character of unionism it were necessary to apply the 
same criteria to them with the same degree of stringency, there is 
no doubt that the case could not be maintained. Here we doubt- 
less find the chief explanation for the fact that students have 
yielded so long and so generally to the popular assumption that 
unionism is at bottom one and the same thing, that union variants 
are but adaptations of a single norm to changing environment, or 
at most temporary and accidental aberrations from it.' This is 
the conviction with which the student of unionism would naturally, 
and indeed almost inevitably, be impressed if he entered upon the 
study primarily from the structural standpoint, and placed his 
emphasis upon structural forms and relationships. He would then 
see unionism beginning in the local craft organization as a response 
to the conditions created by the primitive type of capitalistic enter- 
prise or to its corresponding market structure, and developing by 
a gradual transformation through larger units to more complex 
structural arrangements to meet conditions imposed primarily by 
economic evolution. And so long as he looked at the union 


* The popular assumption seems to be in itself partly a matter of blind partisan- 
ship, partly a matter of tactical advantage, and partly a belief in things hoped for. 
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primarily as a structural entity, and thought of aims, policies, and 
activities as functions or means of the organic thing, he could adopt 
no other than the unitary or normalistic assumption. 

If, however, the primary and essential union expression js 
functional, and if it is further true that functional variations may 
exist regardless of any structural qualifications whatever—the 
same functional variant making use of different structural forms 
without losing its identity or permanency, and, contrariwise, dis- 
tinct and contradictory functional variants working through the 
same structural arrangements—it is evident that this appearance 
of things would be far from conclusive of the real character of 
unionism. Doubtless entire absence of distinct structural types 
would render impossible positive proof of the non-unitary character 
of unionism, but it is evident that the tests which need be applied 
to prove their existence in harmony with this hypothesis are not the 
same as in the case of the functional types. Absolute rivalry is 
not essential. It is sufficient if the modes of organization be vitally 
different in principle. In short, the tests of distinct structural 
types demanded by our hypothesis seem to be merely the con- 
temporary and historical presence in the union complex of distinct 
and alternative forms of organization. 

To recapitulate, then, briefly in regard to the nature of the prob- 
lem involved in the assumption that unionism is non-unitary in 
character: It has been seen that this assumption is one which rests 
almost exclusively on the existence and persistence of functional 
union types. In order to prove the truth of the assumption beyond 
reasonable doubt, it must be shown that these functional types 
exist concurrently as conflicting or rival social interpretations and 
remedial programs, held and advocated by different groups of wage- 
workers; it must be shown that, once established, these rival view- 
points persist and exhibit no tendency as such to revert to a single 
or common viewpoint; but it is not necessary that they should be 
shown to attain any specific degree of scope or generality beyond 
what is necessary to command group adherence and effectively to 
guide group action, that they should be necessarily associated with 
any particular organic forms or structural types, that each should 
find practical expression exclusively in a different organization, or, 
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finally, that the program of any particular organization or group 
of organizations should at any moment conform exactly to any one 
of them. In the matter of structure it is necessary to show merely 
the existence of distinct and alternative forms of organization. 


Such being the problem, what is the process of proof required ? 
Evidently we have here a matter which must be dealt with his- 
torically. We must first determine which of these distinct union 
variants have had more than an ephemeral existence. So far as 
structural forms are concerned, this should be sufficient. In regard 
to those functional variants that have persisted, it must be proved 
that they have had their genesis in different combinations of rela- 
tively permanent factors both environmental and temperamental. 

To be exhaustive, the proof doubtless should be both positive 
and negative. Negatively it should be established that where no 
concurrent and conflicting functional variants exist the environ- 
ment of the workers entering into combination is essentially uniform 
and that the workers themselves, racially, temperamentally, and 
traditionally, are essentially homogeneous. Positively it should be 
proved that existing and historical concurrent conflicting variants 
owe their origin and persistence to vitally diverse combinations of 
environmental and subjective factors operating in connection with 
the groups concerned. 

Perfectly complete and satisfactory proof of our fundamental 
hypothesis respecting the general character of unionism and union 
types in the United States would then demand the most searching 
study of our union history with special reference to the economic, 
political, traditional, and temperamental factors involved. It is 
not possible to secure complete proof in this wise, owing both to 
the paucity of well-authenticated historical material and to the 
enforced limits of a periodical series. We shall, however, attempt 
to assemble enough evidence of this character for the practical 
testing of our thesis and for significant generalizations in regard to 
the general character of union development in the United States. 


RoBERT F. Hoxie 
UnIversitTy OF CHICAGO 





NOTES 


WASHINGTON NOTES 


THE NEW RESERVE DISTRICTS 


The first step in providing for the definite establishment of the new 
banking and currency system has been taken by the Organization Com- 
mittee created under the law of December 23, 1913. This committee 
announced on April 3 the outline of the reserve districts that have been 
determined upon as a result of a series of hearings held throughout the 
country during the past few weeks, and the subsequent deliberations 
thereon. In brief, the plan now announced provides for the establish- 
ment of 12 districts, the maximum number permitted under the law, and 
will result in dividing the country into districts whose characteristics 
would be practically as shown in the table on p. 483. 

The principles upon which the division has been made are set 
forth only in very general terms, the committee stating them in part 
thus: 

Among the many factors which governed the committee in determining 
the respective districts and the selection of the cities which have been chosen 
were: 

First, the ability of the member banks within the district to provide the 
minimum capital of $4,000,000 required for the Federal reserve bank on the 
basis of 6 per cent of the capital stock and surplus of member banks within 
the district. 

Second, the mercantile, industrial and financial connections existing in 
each district and the relations between the various portions of the district 
and the city selected for the location of the Federal reserve bank. 

Third, the probable ability of the Federal reserve bank in each district, 
after organization and after the provisions of the Federal reserve act shall have 
gone into effect, to meet the legitimate demands of business, whether normal 
or abnormal, in accordance with the spirit and provisions of the Federal reserve 
act. 

Fourth, the fair and equitable division of the available capital for the 
Federal reserve banks among the districts created. 

Fifth, the general geographical situation of the district; transportation 
lines, and the facilities for speedy communication between the Federal reserve 
bank and all portions of the district. ‘ 

Sixth, the population, area, and prevalent business activities of the district, 
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whether agricultural, manufacturing, mining, or commercial; its record of 
growth and development in the past and its prospects for the future. 

In determining the several districts, the committee has endeavored to 
follow state lines as closely as practicable and whenever it has been found neces- 
sary to deviate, the division has been along lines which are believed to be 
most convenient and advantageous for the district affected. 


The plan of division indicated by the committee has already received 
very severe criticism, this criticism being particularly addressed to the 
following points: 

1. The establishment of the maximum number of 12 districts, not- 
withstanding that the advice of a large number of bankers and business 
men had been in favor of the limitation of the number to the minimum 
required by law. 

2. The failure to create a single large overshadowing bank with a 
capital of not less than $25,000,000 to $30,000,000, such a bank having 
been strongly recommended on the ground that an institution of such a 
size was necessary to control foreign exchange operations and to direct 
the course of trade and monetary operations between the United States 
and foreign countries. 

3. The placing of too many districts on the Atlantic Coast while 
the West was left relatively unsupplied with districts and banks. 

4. The faulty division of the country between the several districts 
in certain particulars. Among these particulars are expressly men- 
tioned (a) the selection of boundary lines that would include larger and 
richer centers as tributary to smaller and weaker points at which reserve 
banks were situated, (6) the artificial separation of certain portions 
naturally tributary to a given city and their inclusion in a region assigned 
to another city, (c) the erroneous assignment of certain regions to 
cities with which they have comparatively poor or slow transportation 
connections. . 

These objections, as thus classified, practically summarize the whole 
case against the plan of districting, but there is a distinct difference in 
the weight to be given to the various criticisms. As to whether the 
maximum or minimum number of districts should have been created, 
decided difference of opinion undoubtedly exists in responsible circles, not 
a few persons taking the view that if possible the 12 districts should have 
been mapped out, assuming of course that each could be assigned a 
capital adequate to the creation of a reasonably strong bank in the district 
under consideration. This point may be regarded therefore as essen- 
tially a question of difference in theory or of attitude toward the banking 
organization question in general. 
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In the same way the failure or refusal to create a single bank of 
predominant capital is not considered as affording ground for the pessi- 
mistic criticisms that are voiced in some quarters. The New York 
reserve bank actually provided for will have a much larger capital than 
any other institution in the system, and, while its capital is materially 
smaller than the combined capital and surplus of several of the other 
institutions located in the city of New York, this fact is not regarded 
as necessarily indicating anything very definite with reference to the 
effectiveness of the proposed plan. As a matter of fact, the Bank of 
England is considerably below several other institutions in London, so 
far as relates to aggregate resources. This does not prevent the Bank 
of England from exercising a predominant control over the prevailing 
rate of discount. A similar condition exists in some of the continental 
countries. It is believed, therefore, that the size allowed to the New 
York institution is amply sufficient to permit of the establishment of an 
effective bank. Moreover, too little weight appears to have been 
allowed in current discussion to the fact that the Federal Reserve Board 
will exercise a powerful central control over the whole system and will 
undoubtedly succeed in uniting the different institutions in a single and 
well-considered national policy. 

A different point of view is evidently entertained by careful thinkers 
with respect to the actual districting. The third point already men- 
tioned above—that too many districts have been placed on the Atlantic 
Coast while the West is left relatively unsupplied—is regarded as having 
very considerable force. As things stand, the Atlantic Coast districts 
are represented by the cities of Boston, New York, Philadelphia, Rich- 
mond, and Atlanta. This is considered clearly one too many, the 
unnecessary city and district being Richmond. By leaving out the 
Richmond district, a much-needed district which could have been used 
elsewhere would have been saved with positive benefit to the other 
districts on the Atlantic Coast which are now too thickly packed together 
to admit of a healthy growth. The belief prevailing in sound quarters 
is that the Atlanta district with its very limited capital would have been 
better off had not the states of North and South Carolina, which properly 
belong to it, been pared away in order to provide a southern extension 
for the Richmond district. In the same way, the northward extension 
of the Richmond district tended to force the northern boundary of the 
Philadelphia district to the shores of New York harbor, thereby depriv- 
ing New York City of a portion of its natural territory—the northern 
rim of New Jersey—while in like manner the rearrangement of boundaries 
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necessitated by the insertion of the Richmond district tended to prevent 
the inclusion of western Connecticut with New York, and to force other 
adjustments generally believed to be out of harmony with the “con- 
venience and customary course of business.” 

In a somewhat similar fashion, the fourth criticism already men- 
tioned is finding support among informed students of banking. This 
criticism closely follows that which has been last considered. By making 
Baltimore, for example, tributary to Richmond, and New Orleans to 
Atlanta, an injury was done not only to local pride but also to the 
convenient and customary development of trade relations. The work 
done in this regard seems to make it unavoidable that there should be 
a considerable reversal of the current of business in a number of districts, 
the clearing of checks and the obtaining of rediscounts being carried 
on at points where under other conditions they would never have been 
placed. Undoubtedly this kind of change will cause some friction, but 
there seems to be little doubt that the amount of it has been consider- 
ably exaggerated. Those who are disposed to place too much stress 
upon the effect of the districting overlook the fact that the new system 
is simply superadded to existing banking arrangements and that it in 
no way interferes with them. Even the redistribution of reserves does 
not affect them, since the gross amount of required reserve is so reduced 
under the new banking act that banks which have been in the habit of 
keeping reserve balances with the old reserve cities could continue to 
do so without serious hardship under the new law, even if these balances 
were not counted as reserves. They would be as well off as they were 
before. The criticism of the districting really amounts in the last analy- 
sis to a statement that the work has not been done as well as it might 
have been, and that if it had been more carefully performed the opera- 
tion of the new system would have been somewhat smoother and easier 
to manage. 


There is general agreement that, irrespective of the districting—but 
the more important because of the way in which this districting has been 
done—a fundamentally important influence will be exerted upon the 
new system by the plan that is mapped out for clearing and for the rela- 
tionship between branch offices and reserve banks. If the reserve 
banks establish branches with a fair degree of freedom at points where 
they are most needed, and if these branches are permitted to transmit 
their items for clearance direct to the head offices of the other reserve 
districts, it is believed that the location of the reserve banks, which are 
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said to have been placed without due care and consideration, will not 
be a matter of fundamental importance. Such a plan will, therefore, 
be of primary significance and will have to be announced early if it is 
to go into actual effect upon the organization of the system. It is a 
notable fact that the Organization Committee did not in its announce- 
ment make any statement about the location of branches. It evidently, 
and perhaps wisely, felt that in leaving this matter to be attended to by 
the several banks themselves it accomplished all that could be done in 
the direction of offsetting any friction or irritation that might be felt 
in consequence of the methods employed in districting. The reserve 
banks will be able to locate their own branches, and it may easily be 
that in certain of the districts the branches will be more important than 
the head offices in the volume of their transactions. This would be an 
anomalous condition, but one which would perhaps result in no serious 
harm. At all events, it seems likely to be the direction in which actual 
development will goon. The next step in the organization of the system, 
the naming of the Federal Reserve Board, will probably be taken before 
even any tentative announcements are made with respect to the organiza- 
tion of the individual banks. The Board will then be in a position to 
direct the details of the organization in each district, and to appoint 
the respresentatives of the government, including the Federal reserve 
agent and his deputy, in each region. 


RAILWAY CAPITAL COSTS 


The Interstate Commerce Commission has now practically finished 
its hearings with reference to the proposed railroad rate increase; and 
while it will probably receive some further argument on the general ques- 
tion of costs of capital and conditions under which railroad securities are 
sold, it will, according to expectations, make these hearings largely pro 
forma, so that the case of the railroads may be said to be, to all intents 
and purposes, already in hand. The feature of the work of the past 
month has been the filing of evidence with the Interstate Commerce 
Commission regarding the actual conditions under which the railroads 
today find themselves compelled to get the funds they require. Very 
careful inquiries have been made into the recent changes in the yield of 
railroad securities, that is to say, in the rate that new bonds must bear in 
order to induce buyers to take them up. The data thus filed seem to make 
it certain that the average rate of yield on new issues of railroad securities 
during the past ten years has advanced about one-fourth, that is to say, 
if the average yield was 4 per cent ten years ago it is 5 per cent today 
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with reference to a supposed standard bond selling at an assumed stable 
figure. This fact, established by much detailed evidence, leads to inter- 
esting conclusions. As the average amount annually expended by the 
roads during the past six years for additions and betterments has been 
about $600,000,000, it is plain that in order to earn 4.10 per cent (the 
average yield of selected railroad bonds in 1903) the year 1911 would 
require additional gross receipts over and above those obtained of 
$78,544,061, it being assumed that the operating ratio was 68.68 per cent 
as shown by the figures for that year. Of course this computation is based 
upon the assumption that the roads can issue bonds based on first mort- 
gages for the whole volume of new capital required and can sell them at 
prices equivalent to those realized ten years ago. Granting, however, 
that this assumption is taken as correct, the payment of an extra 1 per 
cent on $600,000,000, the annual new capital required, would necessitate 
$19,157,088 in additional gross revenue. In order to get this on the 
ton-mile basis of 7.54 mills it would be necessary to add 2,540,727,867 
ton-miles of freight. This, however, could not be done without adding 
large new facilities which cannot be had under existing earning conditions. 

In addition to this situation as to capital, there must be considered, 
as has now been made plain in the testimony before the Commission, 
the fact that the economies instituted by railroads during the past few 
years and the increased traffic resulting therefrom have not been suffi- 
cient to offset the increased cost of wages, materials, supplies, and taxes, 
so that although there has been a very large increase in fixed charges the 
railroads have had less money available with which to meet such charges. 
This showing seems to indicate in the most positive manner the conclu- 
sion that, despite a most urgent need for capital wherewith to make up 
in efficiency losses that have occurred through the reduction of what 
can be accomplished through the use of funds for wages, materials, and 
the like, there is no means of obtaining such additional capital except by 
proving to the investor that the railroads are able to meet his demands 
as to greater security through the earning of much larger net sums, 
This argument has been most effectively presented in the data filed with 
the Commission by Vice-President W. H. Williams of the Delaware & 
Hudson Co., who has made one of the most careful studies of the situa- 
tion as to railway credit and increased competition for capital that has 
as yet been presented to the Interstate Commerce Commission. Mr. 
Williams in his analysis reaches the conclusion that: 

1. There has been a general increase in the interest return demanded of 
investment securities and at the same time the railroads have been forced to 
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meet growing competition in the investment field from the so-called public 
utility and industrial enterprises which are able to offer the higher rates of 
interest, and from governmental sources which have increased their demands 
for capital and have raised their tax rates in order to make their demands 
effective. 

2. The ability of the railroads to secure new capital has been impaired by 
the reduction in the factor of safety. Investors have noted the increased pro- 
portion of the total financing depending upon bond issues, and the failure of 
the additional capital invested during recent years to earn any or an adequate 
return. 


Probably the argument before the Commission with reference to the 
conditions in the matter of railroad capital requirements has never before 
been so effectively represented as it has in this case, and the fact is fully 
recognized both by members of the Commission and by the so-called 
members of Congress. That is shown in the outburst of criticism on the 
floor of the Senate, originating with Senators La Follette and Cummins, 
the two most extreme anti-railroad men in the so-called “ Progressive” 
wing of that body. Their arguments, offered in formal speeches, have 
been intended to show statistically and otherwise the facts as to the 
great increase in railroad incomes during the past ten or fifteen years. 
With this general showing no one, of course, is disposed to quarrel, the 
chief comment being that such arguments fail to consider the increased 
costs of operation and of capital which have much more than offset the 
growth in revenue during the period in question. 


THE RURAL CREDIT BILL 


Congress has definitely taken up the task of preparing a rural credit 
bill as a complement to the Federal Reserve act passed last December. 
The work has been intrusted to a joint subcommittee of the Senate and 
House which has been laboring upon the preliminary draft of a measure 
intended to provide a satisfactory means for the extension of loans to 
farmers. It is expected that the new bill will be indorsed by the adminis- 
tration and introduced into both houses at a very early date. The 
chief features of the measure are expected to be about as follows: After 
providing for the establishment of local institutions organized to extend 
loans secured by a first lien on farm lands, the measure will authorize the 
establishment of banking institutions empowered to issue bonds repre- 
senting the local first mortgages taken over from the institutions which 
originally made them. These bonds may be sold to investors or may 
be turned over to the local institutions themselves in payment for the 
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mortgages, or may be disposed of in both ways; but in any event the plan 
will be to obtain fresh capital for further loans upon real estate by ulti- 
mately getting the bonds into the hands of investors who will hold them 
and in return furnish the funds necessary for the farm loans. Amortiza- 
tion payments will enable the makers of the mortgages to cancel their 
indebtedness in the course of a fixed term of years by paying in at 
stated intervals a specified percentage upon the amount of the face of the 
loan. A general supervisory board, or government mechanism of some 
kind, will be created to furnish the proper oversight and insure the legiti- 
mate management of the bond and mortgage exchanges. It is recog- 
nized that the success of the plan will depend fundamentally upon a 
conservative and appropriate appraisal of the lands upon which the 
securities are based and that such an appraisal cannot be satisfactorily 
made except under the most minute supervision and control in order 
that the possibilities of danger in overestimate may be kept down to the 
narrowest minimum consistent with the proper working of the system. 
Such appraisals if correctly carried out will, it is expected, avoid the 
danger of a real estate expansion that would raise values and threaten 
the soundness of the system as a whole. It is believed, however, that 
other safeguards, prominent among them the limitation of the purposes 
for which loans can be made, must be carefully applied. These purposes, 
it is thought, should include only the improvement of the land on the 
security of which the loan is contracted, although some would permit the 
making of loans to a certain extent for the purpose of paying off a portion 
of the purchase money required in the acquisition of farmlands. Further 
than this, proper provision for reserves against loss and suitable pro- 
tection in cases where default has occurred are likewise to be called for. 
The prospects of passing such a rural credit bill at the current session of 
Congress had been accounted good up to the time that the hostilities with 
Mexico became acute. Such a measure is urgently desired by members 
of Congress who have agricultural constituencies, and the President had 
quite definitely committed himself to some such plan last year, when 
the general banking and currency act was under consideration. The 
Mexican situation may in this case, as in many others, limit the possi- 
bilities of progress and may consequently prevent the adoption of a 
bill by both houses before adjournment. That a rural credit measure 
framed on these lines will, however, be approved and passed by Congress 
before the expiration of many months is now generally conceded. 
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An Economic Interpretation of the Constitution of the United States. 
By CuarLes A. BEARD. New York: Macmillan, 1913. 8vo, 
pp. vii+330. $2.25 net. 

That our Constitution was framed and its ratification secured largely 
through the efforts of the conservative, propertied, and commercial 
classes seeking both protection from the attacks of the debtor and agrarian 
classes and power to further the ends of trade, is now a generally accepted 
proposition. But such a systematic analysis and interpretation of the 
Constitution from the point of view of the economic interests involved as 
is presented in the volume before us has not hitherto been attempted. 

The author starts out by differentiating the various groups of eco- 
nomic interests to be found at this period; such as those holding public 
securities—who it is estimated gained $40,000,000 by the government’s 
refunding of the debt; those interested in manufactures, in commerce, or 
in western lands; those holding money or loans; small landed holders, 
especially those with mortgages; and debtors generally. Under the 
Confederation the course of affairs had been most unfavorable for the 
propertied interests; their rights had been constantly threatened by the 
debtor classes, and the central government was too weak and powerless 
either to maintain its own credit or to help trade and commerce. Some 
change was inevitable. A detailed analysis of the economic interests 
of the members of the Convention indicates that most of the members 
came from towns, where of course the personalty was largely held, and 
that not one represented in his personal economic interests the small 
farming or mechanic class. At least five-sixths were immediately and 
personally interested, and to a gzveater or less extent were economic 
beneficiaries from the adoption of the Constitution. Forty out of the 55 
were holders of public securities. Personalty in the shape of money 
loans was represented by 24 members; in the form of lands for specula- 
tion, by 14; in mercantile, manufacturing, and shipping interests, by 11; 
and in slaves, by 15. 

Turning to discuss the Constitution itself as an economic document, 
our author declares that this phase is best set forth in the Federalist, 
which is “the finest study in the economic interpretation of politics which 
exists in any language; and whoever would understand the Constitution 
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as an economic document need hardly go beyond it”’ (p. 153). Moreover, 
“every fundamental appeal in it is to some material and substantial 
interest” (p. 154). The system of government therein set up is declared 
to consist of two parts: first, a positive one creating a government 
endowed with certain powers and so constructed as to break the force 
of majority rule and prevent the invasion of property rights by minorities; 
secondly, a negative part restricting state legislatures which during the 
Confederation had been so active in their attacks on capital. The 
author then discusses the various articles, particularly those dealing with 
the taxing power, the support of the army and navy, the control of com- 
merce and of western lands, to show how each was designed with the 
purpose of protecting property rights. An examination of the political 
doctrines of the members of the Convention, accompanied by extracts 
from their writings, is made for the purpose of showing that the members 
were quite aware of the conflict of economic interests involved. The 
method of ratifying the Constitution was revolutionary in character, for 
otherwise the people would not have adopted it; and ratification was 
secured only by the most cautious and astute methods. In the popular 
vote it is estimated that about one-third of the adult males were dis- 
franchised, and probably only between a fifth and a quarter actually 
took part in electing delegates. The opposition was scattered and 
lacked leadership, and this facilitated the work of the well-organized, 
alert, class-conscious, propertied groups and finally won adoption. The 
discussion and vote in the state ratifying conventions still further brought 
out the fact that the opposition was to be found in the agricultural regions 
and in the sections where the debtor class had sought for paper money. 
To sum it up with the author’s final paragraph: “The Constitution was 
not created by the ‘whole people’ as the jurists have said; neither was 
it created by the states as southern nullifiers long contended; but it was 
the work of a consolidated group whose interests knew no state bounda- 
ries and were truly national in their scope”’ (p. 325). 

The value of this volume consists in the careful gathering together 
of such evidence as the author had opportunity to obtain concerning the 
views and the immediate economic interests of the groups concerned in 
formulating and furthering the ratification of the Constitution. The 
researches in the records of the Department of the Treasury constitute 
the most important contribution of the volume, while his gathering 
together in one place of extracts from contemporary writings showing 
the influence of economic forces is most suggestive. To the reviewer, 
interested in the problem as an economist, this increased contribution to 
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our knowledge, and especially the recognition given to economic forces by 
a historian, are most welcome. 

As the author carefully states, however, this is not an exhaustive 
study, but fragmentary and intended to suggest new lines of historical 
research. The volume has been confined to the immediate situation as 
found to exist under the Confederation. Even in this limited field there 
is no attempt to go back to the actual economic conditions, to find out 
about the business depression which existed, or to inquire to what extent 
that was due to the form of government under the Confederation. This’ 
economic background is not developed and attention is concentrated on 
the writings and economic connections of the leaders. The effect of this 
method is particularly noticeable in the chapter on the “Constitution as 
an Economic Document.” Assuredly to understand the fundamental 
conditions which shaped the provisions affecting the material interests 
involved we have to go back to the whole previous history of the Colonies, 
though to be sure much of this only forecasts what was to take place later 
under the Confederation. For example, take that fundamental feature, 
the fact that the federal government is one of delegated powers only and 
that the states retain all the rest. Surely that cannot be understood 
except in the light of the isolated and provincial economy which separated 
the groups of Colonies in early years, though of course religious, geo- 
graphic, political, and other forces entered in as well as economic. Nor 
can the demand for more power for the federal government be understood 
without some reference to early signs of a growing national economy 
during the later years. Moreover, it must be remembered that the very 
existence of a democratic form of government in no small degree made 
possible the greater freedom of play for the large groups of economic 
interest involved. . 

It should be noted too that there is no attempt to answer the ques- 
tion as to the interpretation of the Constitution. The reader has pre- 
sented to him simply the facts that bear out the author’s point of 
view. Nowhere is any effort made to weigh the relative importance 
of the forces seeking political freedom, religious liberty, or material 
gain. 

It is doubtless true that the immediate causes for the change in our 
form of government were the necessity of adequate financial support for 
the government and the desire to place in its hands the power to protect 
property rights and to foster industry and commerce. Under the Con- 
federation the individualistic tendencies freed by the Revolution were 
degenerating into a form of anarchy which among other things caused 
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heavy losses to the propertied classes. Yet the protection of property 
interests, which it is said those who agitated for the change primarily 
sought, might have been secured by other forms of government than 
that adopted. But a less representative form of government stood no 
chance of being adopted. Why? Because the people regarded political 
liberty as the most essential of all rights, certainly an absolutely funda- 
mental factor and not to be explained on economic grounds alone. 
The final explanation for the form of government actually chosen 
must of course go back to an infinite number of forces working through- 
out our Colonial history. We have here a statement of one group of 
these forces so far as they were reflected by the writings and economic 
connections of the leaders at the period of formation and adoption. It 
is made plain what the groups of economic interests were and that they 
must have been of great importance, though the more fundamental 
economic background of it all isnot developed. And the questions, what 
forces other than the economic were operative, and how important they 
were as compared with the economic, still remain. 


CHESTER W. WRIGHT 
UNIVERSITY OF CHICAGO 


The Granger Movement. A Study of Agricultural Organization and 
Its Political, Economic, and Social Manifestations, 1870-1880. 
By Soton Justus Buck. (Vol. XIX of “Harvard Historical 
Studies.””) Cambridge: Harvard University Press, 1913. 
8vo, pp. xi+384. $2.00 net. 

Not a few of the recent volumes relating to agriculture that the 
revival of interest in that branch of industry has brought forth faith- 
fully reflect in their crudely exploitative character the early type of 
agriculture in this country. It is especially refreshing, therefore, to 
delve into this volume of Dr. Buck’s, which so well illustrates the merits 
of intensive cultivation. 

In an introductory chapter on “Fundamental Conditions” the 
author gives a very satisfactory account of the causes of the discontent 
among farmers which finally came to a head in the “Granger movement” 
of the seventies. Among the causes thus enumerated are the following: 
telatively less rapid improvement in the conditions existing among 
farmers than characterized other classes subsequent to the Civil War, 
the one-crop system, the abuses associated with railroad transportation, 
excessive charges by manufacturers and middlemen, the credit system, 
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excessive taxation, appreciation of a depreciated currency, overproduc- 
tion in farm crops, and a relative decline in the social status of the tillers 
of the soil. In the judgment of the reviewer, the author fails to empha- 
size the fundamentally important part played by the government land 
policy as the ultimate cause of most of the conditions which he lists, 
though he does give a certain emphasis to this point. Again, the view 
that farming had declined from a status of honor in the “early days 
of the republic” to a condition of disrespect in the period in question 
must be regarded with doubt by the agricultural historian who recalls 
the lamentations over the low estate of agriculture in those same 
“early days” and who is familiar with the constant repetition, decade 
after decade, of the sentiment that agriculture had declined from a con- 
dition of honor at some previous period to a very low estate but was just 
about to regain its position of honor again. 

Chap. ii gives a full account of the origin, rise, culmination, and 
decline of the Patrons of Husbandry—the period of decline coinciding 
with the apparent failure of the granger railway legislation and with 
the probably more real failure of the co-operative activities of the 
order. Including a chapter treating of the Granger movement as a 
political force and relating largely to the subject of transportation, 
four chapters are occupied with this latter subject. The Granger rail- 
way legislation in Illinois, Minnesota, Iowa, and Wisconsin naturally 
comes in for a large share of attention, while one chapter is occupied 
with the Granger cases in the Supreme Court. The thorough character 
of the study is nowhere better illustrated than in these chapters. The 
very proper conclusion is reached that while the immediate economic 
effects of the Granger agitation for railroad regulation were small, the 
indirect results were more important, since it led to the decisions of the 
Supreme Court which established the right of public control over the 
railroads and laid the foundation for later legislation. 

Though the author modestly disclaims exhaustive treatment in 
the chapter treating of “Business Co-operation” as a feature of grange 
activity, it must be admitted that he has succeeded in conveying a 
very considerable amount of information with reference to this phase 
of the general subject. However, since the subject of agricultural 
co-operation is likely to attract increasing attention in the future in the 
United States, it is to be regretted that less attention was not given to 
the subject of railway legislation and more to the subject of co-operation. 
But here spoke the historian rather than the economist. We are told that 
an “almost incredible number” of co-operative or pseudo-co-operative 
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enterprises were established; and the aggregate business done by the 
local agencies during the years 1873-75 is declared to have been enor- 
mous and undoubtedly to have effected very considerable savings to the 
members. The author is of the opinion that if the National Grange 
had taken up the matter in the beginning and had worked out a com- 
prehensive system of co-operation for the order, as later (1876) it did 
set forth rules embedying the Rochdale plan, much confusion and dis- 
aster might have been avoided. Where the Rochdale plan was followed 
no small degree of success was actually realized; and it seems a fair 
deduction from the author’s discussion to conclude that if this plan had 
been adhered to from the first and the co-operators had been willing 
gradually to broaden their activities rather than to “rush pell-mell into 
all sorts of business schemes,” there might have been a different story to 
tell than that of the general failure of the co-operative enterprises. At 
any rate the farmers came to learn their power as well as to gain a more 
adequate appreciation of the services afforded by the middlemen, while 
the merchants and manufacturers on their part learned that the farmers* 
were not helpless, and moderated their charges accordingly. 

A chapter on the social and educational features of the Grange 
brings out the fact that these were not only the original features but that 
they have proved the most permanent features and that the organization 
has been most permanently successful where these features have been 
most emphasized. 

In estimating the significance of the movement as a whole, the author 
correctly regards it as something more than a farmers’ movement—in 
short, as part of the manifestation that with the close of the Civil War 
American history had entered upona new phase in which the dominant 
feature has been the struggle of the people to preserve political and eco- 
nomic democracy, which was threatened by the influence of great 
accumulations and combinations of capital. Assent can also be given 
to the author’s contention that the contemporaneous labor movement 
was a parallel feature of the same general movement. But when he 
refers to the disappearance of the frontier as having closed an opportunity 
previously open to the oppressed and discontented and as thus having 
contributed materially to the general revolt against corporate wealth, it 
is clear that the author has made a faux pas. Not yet had the dis- 
appearance of the frontier, except in a merely formal sense, begun. 
The author’s own statistics as to the expansion of farm area during the 
period in question constitute his own refutation. It was not restriction 
of the farming area but a plethora of land with the resulting over- 
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production that created depression among the farming interests, 
Neither could disappearance of the frontier have left the laborer at the 
mercy of the capitalist at this period, since, as a matter of fact, the frontier 
had not yet disappeared. A really fundamental basis of the disturbance 
of labor conditions might far better have been emphasized in this con- 
nection. This factor relates to the disturbance created by the introduc- 
tion of revolutionizing economies, in the nature of labor-saving machinery 
and labor-saving agencies in general. Given time for industry to adjust 
itself in the form of the development of new activities to satisfy new 
wants, such economies ultimately result in a higher standard of living 
and in normal conditions of employment again. But after the wonder- 
ful outburst of productive energy associated with and following the 
Civil War, to which outburst the author himself refers, there ensued 
what might be called a period of temporary general overproduction, 
with resulting unemployment, low wages, and derangement of labor 
conditions in general. The more recent actual disappearance of the 
frontier has—as might have been anticipated—treally benefited the 
farmer; while it is doubtful if, even at the present, labor has much more 
than begun to be unfavorably influenced by the disappearance of the 
frontier. Dr. Buck has, in common with other authorities, antedated 
the influence of the disappearance of the frontier by almost a generation. 
With reference to this whole matter it may be said that it is significant 
that David A. Wells’s Recent Economic Changes does not appear in the 
bibliography. 

A good index and bibliography and copious footnote references 
increase the usefulness of this volume, which has many merits and few 


defects. 
Joun G. THomMPsON 


UNIVERSITY OF ILLINOIS 


Industrial and Commercial Geography. By J. RussEtt SmitH. New 
York: Henry Holt & Co., 1913. 8vo, pp. xit+g14. $3.50. 

The aim of this stately volume is, in the words of the author, “to 
interpret the earth in terms of its usefulness to humanity. Since the 
primary interest is humanity rather than parts of the earth’s surface, 
the book deals with human activities as affected by the earth, rather 
than with parts of the earth as they affect human activities.” 

In spite of this implied limitation of the subject to the effects of 
physical environment, no such limitation is actually apparent in the 
treatment, human and economic causes receiving their full share of 
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credit. The author’s conception thus stands at the opposite extreme 
from the one advocated (if not extensively exemplified) by those who 
seek to claim economic geography as a branch of physical science. As 
treated by Professor Smith, the subject is clearly a part of economics, 
or more specifically, of that description of industry which forms the 
concrete basis of theoretical economics. ‘This book should therefore be 
welcomed by all who hold that economic geography is a social rather 
than a physical or natural science. 

The plan of treatment adopted is systematic, that is, by industries, 
rather than by regions or any compound method such as the one favored 
by Adams and by one or two others. Part I (pp. 1-623), called “Indus- 
trial Geography,” comprises seventeen chapters, as follows: (1) our 
changing environment; (2) the place and nature of agriculture; (3) the 
cereals; (4) starch foods; (5) the animal industry; (6) the vegetable, 
fruit, and wine industries; (7) sugar; (8) condiments and tobacco; (9) 
fisheries; (10) the fundamentals of manufacture; (11) the forest indus- 
tries and paper; (12) fibers, textiles, and clothing; (13) leather and rub- 
ber; (14) machinery, shipbuilding, and metal industries; (15) chemical 
raw materials and manufacture; (16) the mineral industries; (17) the 
expansion of industry and resources. Part II, called “Commercial 
Geography,” contains sixteen chapters (pp. 624-902) devoted to (1) the 
law of trade; (2) the world highway—the ocean and its carriers; (3 to 
12) principal trade routes of specific parts of the world, especially by 
sea; (13) the trade center and its development; (14) the work of the 
trade center; (15) the balance of trade and its relation to industrial 
development; (16) the influence of geographic factors on the commer- 
cial policy of nations. This part is essentially a summary of the 
author’s previous books on the Organization of Ocean Commerce and 
the Ocean Carrier. 

The author argues that the treatment by industries “brings causes 
and results together in their explanatory relation’’; but this is precisely 
the relation which (as the reviewer sees it) the systematic or industry 
plan of treatment tends to obscure. For example, wheat is a summer 
crop in some districts and a strictly winter crop in others; yet the 
reasons for this difference cannot be made clear unless either the student 
has taken recently a good course in physical geography, or else there is 
interjected in the midst of the discussion of the wheat industry a section 
on climate. Moreover, even if this is done, the student cannot hope to 
obtain from scattered incidental references a clear and comprehensive 
conception of the economic character of any particular part of the world; 
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especially when, as in this book, the transportation side of the subject is 
separated from production, thus necessitating a further splitting-up of 
the material relating to any one country. It follows that while this 
book contains a wealth of material and will be of decided interest to 
instructors and advanced students, its use seems likely to offer some 
difficulties in the lower college years, at least with students not already 
well trained in physical geography. 

In addition to this limitation, there are various details as to facts, 
language, or doctrines which seem to invite criticism. A few of them 
(noted in less than sixty pages of text) may be worth mentioning to 
illustrate what is here meant, and with a view to a second edition. 

“A group of people can only prosper . . . . when their environment 
furnishes them an abundance of food” (p. 3). True under primitive, 
but not under modern, conditions, provided the environment furnishes 
something else of value. 

“One of the essences of war is transportation” (p. 10). One is 
tempted to ask, What is an “essence of war’? Does “essence of”’ mean 
the same thing as “essential to” ? 

“The wheat-grower cannot afford to haul wheat in wagons more 
than 40 or 45 miles” (p. 14). The Tenth Census estimated 20 miles as 
the limit. 

“Tn the great city . . . . he must pay . . . . for a host of services 
that add no value to the goods and often detract from their value” 
(p. 33). It is difficult to make out in what sense “value”’ is here used. 
It cannot be the proper sense of “ power in exchange,” because the fact 
that services are paid for proves that they have added to value in this 
sense; nor can it even mean utility, unless time and place utilities be 
ignored. In any case, the meaning here given to “value” is unknown 
to economics. 

“These new lands... . were... . often actually given away. 
This made the production of wheat a much cheaper process . . . . than 
in Europe, where rent and interest on land value is high” (pp. 54-55). 
This passage clearly inverts the relation of cause and effect, making 
economic rent a cause, rather than a result, of price. 

“Bruges, lying securely on the canals that connected the Rhine 
with the ocean”’ (p. 852). The situation here suggested is geographically 
impossible, as Bruges lies seven miles inland from the sea and is sepa- 
rated from the Rhine by the valleys of the Meuse and the Schelde. The 
channel referred to was natural, not artificial, and led directly to the 
open sea. (Longnon, Aélas historique, Plate VIII.) 
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As against these matters, which seem to argue haste or inadequate 
proofreading, it is a pleasure to note that the author is sound on the 
“balance of trade” idea. This is, in fact, one of the few books on this 
subject which are not infected with the old mercantilist fallacy as to the 


object of commerce. 
Epwarp V. ROBINSON 
UNIVERSITY OF MINNESOTA 


The Britannic Question. By RICHARD JEBB. London: Longmans, 
Green & Co., 1913. 12mo, pp. 262. $0.35. 

This is a tract for the times which should be especially welcome to 
those interested in the evolution of a great empire. With almost meticu- 
lous care the historian of the Imperial Conference traces out the tangled 
web of policies and interests which comprise the Britannic question. 
Every feature of the problem receives searching analysis and considera- 
tion, and the persevering reader will be well repaid by the insight he will 
have obtained into the larger problems of the British empire. 

Unlike most writers upon imperial topics Mr. Jebb does not lose 
sight of the great importance of the economic side of the problem. 
In this respect the book should appeal to students of economics generally, 
for it is really a study in the economics of a geographically decentralized 
empire. Practically all of the schemes which he weighs and finds wanting 
owe their rejection to economic considerations. For example, Imperial 
Federation, “by which is meant the creation of a federal parliament 
with an executive responsible to it’? and “limited to foreign affairs 
and defense,”’ is dismissed as ‘‘impracticable”’ because it divorces foreign 
affairs from trade and revenue. The author points out that in both 
Germany and South Africa “political union was actually preceded by a 
customs union.’’ On the other hand, the union of Sweden and Norway 
went to pieces ultimately over divergent commercial policies, while 
Austria and Hungary only averted disruption by a compromise tariff. 

With such careful consideration of the economic difficulties involved 
in a change in the relationship between Great Britain and her colonies, 
there is some irony in the fact that Mr. Jebb’s own constructive scheme 
is most vulnerable at this point. Mr. Jebb’s idea is that Great Britain 
should forsake her free-trade position and institute tariff reform. The 
distinctive feature of this change should be that “colonial produce would 
be dutiable as well as foreign produce, albeit at a lower rate of duty.” 
This would provide, he thinks, more revenue, give some advantage to 
British agriculture, and afford a means of reciprocating a British prefer- 
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ence in colonial tariffs. Along with this proposal he supports the plan 
of fleet units maintained by autonomous colonial states. 

The author’s claim that the incidence of a food tax would lie alto- 
gether upon the producer is quite doubtful. Certainly the proposition 
deserves careful examination before being made fundamental to an 
imperial policy. Granted, moreover, the logic of Mr. Jebb’s contention, 
surely the prospect of the colonial producer paying this tax in order that 
the British farmer might be relieved would not presage economic harmony 
within the empire. Both here and in the view that Great Britain should 
change her tariff to secure a basis for reciprocating preferences is implied 
the protectionist theory of international trade—a tariff as a weapon of 
retaliation and reward rather than as a purely fiscal instrument. 

Further, in point of fact, Mr. Jebb overestimates the sentiment for an 
imperial preference. The Fielding tariff, which embodied the idea in 
Canada, was never received with any great enthusiasm by the commercial 
interests of the Dominion. Long before Sir Wilfrid Laurier’s govern- 
ment met defeat the movement that way was dead, killed, some hint, by 
the Canadian Manufacturers’ Association. True the preference yet 
stands, but so modified that it is absolutely innocuous. 

Quite apart from the main discussion, it is interesting to observe 
that Mr. Jebb reveals an attitude, increasingly common in British 
publicists, of distrust of British parliamentary institutions. Such 
expressions as “restoring health to the diseased parliamentary system,” 
“the progressive discredit of the British House of Commons,” “the 
machine-made fetters of democracy,” the parliamentary procedure 
which has become “‘farcical,’’ would indicate that the mother of parlia- 
ments has not escaped some of the influences which beset representative 


institutions in the United States and Canada. 
D. A. MacGIBBon 


BRANDON COLLEGE 


Outlines of Railway Economics. By Douctas Knoop. New York: 
Macmillan, 1913. 8vo, pp. 274. $1.50. 


This book is based on a course of lectures on “ Economics with Special 
Reference to Railways,” given at the Midland Railway Institute, Derby, 
and at the University of Sheffield, and now printed with various additions 
and alterations. The author is a lecturer on economics in the University 
of Sheffield, and late Langton Fellow of the University of Manchester. 
In this work he has approached railway problems, particularly those 
relating to rate-making, from the standpoint of the economist, seeking to 
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show how the economic principles which underlie business and industry 
in general apply to railways in particular, and primarily to the railways 
of the United Kindgom. Therefore the earlier chapters are devoted to 
a preliminary discussion of certain portions of economic theory, the 
inclusion of which has the advantage of emphasizing the connection 
between general economics and railway economics. After discussing 
these general principles affecting the demand for commodities and 
services and the various agents of production, the law of decreasing 
returns, and the law of increasing returns, the author takes up the appli- 
cation of the laws of increasing and decreasing returns to railways, 
showing how up to a certain point of capacity the unit cost of producing 
transportation may be steadily decreased by an increase of traffic, but 
that after the maximum capacity of the facilities has been reached the 
attempt to handle additional traffic without increasing the investment 
in facilities will only result in increasing costs. An excellent chapter 
is devoted to a discussion of the various kinds of combinations among 
railway companies with their causes and effects; but by far the most 
interesting parts of the book are the chapters explaining the theory of 
rate-making, in which the author illustrates his points in an unusually 
illuminating manner by comparisons with the methods by which prices 
of commodities in general are determined under competitive conditions 
and under the play of economic influences. Several chapters are devoted 
to the explanation of the theory of “differential charging” and its 
practical applications to the prices of various kinds of commodities and 
services. As applied to railways this theory is briefly stated by the 
author as follows: “It will be worth while selling some of the transporta- 
tion below the average cost of production, provided the extra sales there- 
by rendered possible reduce the average cost of production sufficiently 
to make the total surplus, arising from the excess of the high prices over 
the new average cost of production, exceed the total deficiency arising 
from the low prices falling short of the new average cost of production.” 
Upon this theory, after showing why the cost of transportation cannot be 
exactly apportioned to various kinds of traffic, the author explains 
the effect of the various factors which bring about the variations in 
rates on different kinds of traffic, both those which affect the costs of 
transporting different kinds of commodities and those which affect the 
value of the service of transportation of different commodities, the chief 
factors including weight, bulk, value. purposes for which products are 
used, etc. Especially clear is the discussion of the various kinds of 
competition to which railways and commodities are subjected and the 
influence of competition on rates. 
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The two final chapters are devoted to a brief general outline of the 
history of railway regulation and of the arguments for and against rail- 
way nationalization. 

Harowp F. Lane 

Caicaco, ILL. 


Social Insurance. By I. M. Rusinow. New York: Henry Holt 
& Co., 1913. 8vo, pp. viit+525. $3.00 net. 

The hand of the trained actuary is seen in this most recent discussion 
of social insurance. There are some advantages in treating the subject 
by topics instead of by countries, since the principle under consideration 
may thus be studied in all its applications without repetition or confusion. 
Insurance against industrial accidents, sickness, old age, invalidism and 
death, and unemployment, as developed in various countries, is sub- 
jected to a thorough examination, and advocated in good temper but 
with conviction. Only one statement (p. 420) can be given place in this 
brief notice. After declaring that the annual amount spent by American 
workmen for burial benefits alone increased from less than $2,000,000 
in 1881 to $183,000,000 in 1911, this striking conclusion is reached: 
“The American working class pays for funeral insurance as much as is 
contributed in Germany by all three parties concerned, the wage- 
workers, the employers, and the state, for (1) accident insurance, (2) sick- 
ness insurance, (3) funeral insurance, (4) maternity insurance, (5) in- 
validity insurance, and (6) old-age insurance, combined.” It seems 
incredible that this preposterous distribution of earnings should continue. 
To secure fairly adequate cover of all risks no additional burden need be 
placed on employers and employed; the present expenditures, properly 
distributed, will meet the most essential requirements. 

The book will be found useful by teacher or citizen who wishes to 
have a reliable, clearly written, untechnical work covering all aspects 


of the problem. 
C. R. HENDERSON 


UNIVERSITY OF CHICAGO 





The German Cotton Industry. By R. M. R. Deun. “Publications of 
the University of Manchester,” Economic Series No. 14, Gartside 
Reports on Industry and Commerce, No. 10. Manchester, Eng- 
land: University Press, 1913. 8vo, pp. xii+104. $1.20 net. 

This report is a distinct contribution to the progress of economic investi- 
gation of industrial life. The expansion of modern Germany has broadened 

a field of research which has wonderful possibilities. The author, viewing this 
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development from an English angle, has selected for his particular study a 
phase of the general movement that is fraught with no ordinary interest to 
that important English industrial class to whom the growth of the German 
cotton mills calls forth the specter of foreign competition. Mr. Dehn no 
doubt has this in mind when he makes the continual comparison between con- 
ditions in the German cotton industry and those of the Lancashire mills, 
although this method of treatment also serves the admirable purpose of asso- 
ciating the unfamiliar facts with the familiar. So well are the latter subordi- 
nated to the central theme that none of the distinctness of the special inquiry 
is lost. Indeed, the American reader is given a new insight into this aspect of 
English industry. 

The pronounced merit of the study is the logical and well-balanced arrange- 
ment of the subject-matter. Chap. i, the “Historical Introduction,” prepares 
the ground for the consideration of the “Local Distribution of Manufacturers.” 
The present decentralization and consequent weakness of the German cotton 
industry is an outgrowth of early conditions. ‘The fact emerges that the 
industry is made up of a large number of small industries which have originated 
at different times and under widely different circumstances. Many of them, 
founded at a time when the play of economic forces was hemmed in by political 
divisions which have since ceased to exist, find themselves situated now so 
unfavorably that they must needs struggle hard to survive” (p. 29). In chap. 
iii, the author discusses the handicaps under which the industry is actually 
working. In the following chapter the unusual features of the German cotton 
exchanges are explained in relation to their connection with the world-market. 
In the concluding chapters the lot of the German operative is compared with 
that of the English workman to the disadvantage of the former. The traces 
of paternalism in the relationship between the German employer and his 
employees, the lack of self-conscious class organization among the operatives, 
is brought into strong relief by the statement of the independence and strength 
of the English trade union. Only a comparatively small fraction of the 
German operatives are affiliated with any organization (about 18 per cent of 
the total number) and the effectiveness of united action is largely destroyed by 
the cleavage along political lines. Yet, while the two leading associations 
were organized by rival politica] parties their purpose has not as a matter of 
fact been subordinated to party ends and they do frequently co-operate. The 
causes of the wide differences between the English and the German unions are 
to be found in differences in the growth of the two industries and in the habits 
and traditions of the operatives. Yet the author believes that the German 
cotton industry represents but an earlier stage of the English development and 
hence he concludes that these differences are not fundamental and that the 
conditions leading to the inefficient working of the younger industry will dis- 
appear with maturity. 

A study of this character should prove to be of especial value to the stu- 
dent of business organization and it should even attract the general reader. 
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There is both the opportunity and the need of further investigation of this 
general character. 


The Psychology of Revolution. By GusTAvE LE Bon. New York: 
Putnam, 1913. 12mo, pp. 337. $2.50. 

The author divides his book into three parts. Part I deals with the psycho- 
logical elements of revolutionary movements. Revolutions are of three kinds: 
(1) Scientific, which are the most important although they attract but little 
attention. “Such revolutions are fittingly spoken of as evolution, on account 
of their slowness. In the domain of ideas they are purely intellectual. Our 
sentiments and beliefs do not affect them.” (2) Political revolutions. In this 
form, as in religious revolutions, “reason plays only a feeble part in their 
genesis.” The word “discontent” sums up the causes that produce political 
revolutions. (3) Religious. Intolerance is at the base of religious revolutions. 
The forms of mentality prevalent during revolution the author sums up under 
the heads of mystic, Jacobin, revolutionary, and criminal. 

Part II is devoted to the French Revolution. A discussion of the origin 
of the Revolution is followed by an analysis of the influences exerted on the 
Revolution by the rational, affective, mystic, and collective elements. The 
rational element exerted but little influence. The mystic element perhaps 
was the most important. It gave to the Revolution the character of a religious 
belief with its fury and devastation. The affective and collective elements 
also exerted a great influence on the character of the Revolution. 

In Part III the author discusses “the recent evolution of revolutionary 
principles.” Here he applies his psychological principles to the interpretation 
of more recent cataclysms, such as those in Turkey, Portugal, and China. 

Written in a clear, simple, and fascinating style, the book is an attempt to 
solve some of the perplexing problems of history by the practical applica- 
tions of modern psychology. The tone of the book is positive, certain, sure. 
“The study of the French Revolution to which a great part of this book is 
devoted will perhaps deprive the reader of more than one illusion, by proving 
to him that the books which recount the history of the Revolution contain in 
reality a mass of legends very remote from reality.” One can hardly fail in 
reading Part III to notice the prejudiced viewpoint of the author and is led 
to feel that the book was written with a preconceived purpose, namely, to 
belittle the movement by which government is taking a more active part in the 
economic and social life of its people. 


Politician, Party and People. By Henry Crospy Emery. New Haven: 
Yale University Press, 1913. 12mo, pp. 183. $1.25 net. 
This book is made up of five addresses delivered in the Page lecture series, 
1912, before the Senior class of the Sheffield Scientific School, Yale University. 
The subjects of the lectures are as follows: (1) ‘The Voter and the Facts”; 
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(2) “The Voter and the Party”; (3) “The Voter and His Representative”; 
(4) “The Representative and His Constituency”; (5) “The Representative 
and His Party.” In the first lecture the author urges the necessity for the 
voter to acquaint himself with the facts regarding legislative matter, and points 
out the difficulty of securing reliable information. In his second and third 
lectures he discusses the relation of the voter to his party and to his repre- 
sentative. In state and national elections the voter is urged to support party 
principles; qualifications of candidates are of secondary importance. In the 
case of municipal elections, party measures are by no means so paramount as 
in national affairs. The voter is urged to select the party whose principles 
most nearly represent his own and to support that party. In choosing a 
national representative the problem is usually far more a question of the party 
to be supported than of the particular man to be elected, for by means of a 
single congressional vote the whole course of policy may be changed. The 
fourth lecture advocates the idea of the independence of a legislative repre- 
sentative (as regards his particular constituency) in exercising his own best 
judgment and following his own conscience in working for the general good. 
At the same time, however, the representative must remember that he is a 
representative, that he represents the particular district from which he is 
elected and that a certain part of his time and attention should be devoted to 
the people of that district. In his fifth lecture the author speaks of the growing 
power of the president, of the influence of party leaders, and of the use of the 
caucus. It is here urged that the representative should vote with his party, 
unless he cannot conscientiously do so. 

Throughout the book party solidarity is urged as against individual inde- 
pendence, on the ground that to secure the continuance and success of some 
political principle, party solidarity is necessary. The author has pressed this 
point of view rather too far. This he admits when at the close he says: “I 
have spoken more strongly on one side than I might otherwise have done, 
because of the character of my audience.” 


Taxation and the Distribution of Wealth. By FREDERIC MATHEWS. 
Garden City: Doubleday, Page & Co., 1914. 8vo, pp. xiii+680. 
$2.50 net. 

The author of this work has been entirely too modest in his choice of a title. 
While it may appear to many that the solution of the problems involved in 
Taxation and the Distribution of Wealth should furnish subject-matter adequate 
for a book of 700 pages, Mr. Mathews has not limited himself to the con- 
sideration of these problems. In sixty-four chapters he deals in a more or less 
authoritative manner with theories of protection and of taxation, with the 
theory and practice of politics, with religion, intellectual progress, the prac- 
ticability of socialism, and finally with the history of philosophy from Thales 
to the present time. We can readily agree that “it is impossible to discuss 
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national financial methods in their wider application, without meeting political 
and social questions leading into fields not limited by economic inquiry”; byt 
the line must be drawn somewhere and all the social and political questions on 
the calender cannot be regarded as problems in taxation. 

As long as Mr. Mathews confines himself to theories of taxation we can 
readily follow him. He argues for an exclusive tax on land values, which he 
regards as the “natural tax.” But when he turns his attention to other sub- 
jects we are inclined to agree with him (p. 658) that the preacher’s dictum 
concerning the fatality “of the making of many books” has considerable 
validity even in modern times. 

In his discussion of the theories of taxation the author has no arguments 
not already to be found in the writings of single-taxers, although his practical 
recommendations are frequently novel enough. The chapter on the incidence 
of land taxes is practically all quoted from Shearman’s Natural Taxation, and 
very considerable parts of other chapters are credited to secondary works, 

The book can hardly be recommended to serious students of public finance. 


Die Bodenreform im Lichte des humanistischen Sozialismus. Von HEmn- 
RICH WEHBERG. Munich and Leipzig: Duncker & Humblot, 1913. 
8vo, pp. xiii+167. M. 5. 

The four essays comprising the book—(1) ‘‘The Platform of Humanistic 
Socialism,”’ (2) “The Single Tax from the Standpoint of Free Trade,” (3) 
“The Nationalization of the Mines,” (4) “The Housing Problem ”—written by 
Dr. Wehberg, a physician, in 1891-95, are now republished by the Single Tax 
(Bodenreform) Society in commemoration of the twenty-fifth anniversary of 
the founding of the society. The book serves also to honor the memory of an 
otherwise obscure single-taxer who was the first president of the Bund fiir 
Bodenbesitzreform organized in 1888. The essays are recapitulations of the 
single-tax principles as expounded by the early “ Bodenreformer,” Stamm, 
Fliirscheim, and Hertzka. In some of his views the author is at variance with 
single-taxers in general, especially in his insistence that under government 
ownership of the land even urban land will tend to fallin value. This difference 
of opinion is held responsible for Wehberg’s withdrawal from active participa- 
tion in the affairs of the society. By humanistic socialism, it is interesting to 
note, he intended to differentiate the single-tax movement, the purpose of 
which was “to free mankind from economic injustice and misery,” from the 
materialistic collectivism represented by the Social Democratic party, and to 
emphasize the importance of human, individual initiative and effort. The book 
offers nothing new; its interest lies merely in its historic value. It is to be 
regretted that the interesting preface setting forth the life and activities of Dr. 
Wehberg and of the beginnings of the single-tax movement in Germany is 
anonymous. 





